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ADAM SMITHS THEORY OF ECONOMIC GROWTH-—-PART I* 
JOSEPH J. SPENGLER 
Duke University 


“His prodigious feat was to take over a theory of dynamic growth from the panoply 
of force and apply it to well-being.” 
C.R. Fay, Economie Journal, XL, 1930, p. 27. 


The increasingly prominent place now assigned by economists to the theory 
of economic growth, never wholly neglected in the past, is resulting in re- 
examinations and re-interpretations of the views of the Physiocrats, the mer- 
eantilists, and the classical economists, many of whom were greatly concerned 
about economic development. It may not be amiss, therefore, to redireet atten- 
tion to what seems to be the predominant theme of Adam Smith's major work, 
The Wealth of Nations. That theme, foreshadowed in his Lectures and not 
wholly disregarded in his Theory of Moral Sentiments, is economic develop- 
ment.' My main concern is to show how Smith, as much an empiricist as a 
theorist,“ dealt with economic growth and to contrast his views with those current 
today. I shall attempt to clarify Smith's obscurities and contradictions only 
when necessary, these having been many times commented upon. T shall also 
touch upon recent attempts to reduce his growth theory to terms of a model. 

That economie development is the principal subject of Smith's main work is 
evident from its title, An Inquiry Into the Nature and Causes of the Wealth of 
Nations, supposedly gotten from John Dryden. It is evident also from the 
introduction in which, except for reference to his subsequent treatment of dis- 
tribution and of questions associated with the sovereign’s assembly and dis- 
bursal of funds, his emphasis is upon the determinants of average output and 
consumption. It is evident from his distinction between “productive” and “un- 
productive” workers and his stress upon the great importance of the former. It 
is evident too from his treatment, in Books IIT and IV, of differences in the 
impaet of different sets of policies upon economic growth as well as of differences 
actually observed in the economic development of diverse countries. It is evident 

* Part IL of this article will be published in the July 1959 issue of this Journal. 

' The longest section (no. 16) of Part IL of the Lectures, delivered in 1763, deals with “the 
causes of the Slow Progress of Opulence.” See Lectures on Justice, Police Revenue, And 
Arms, edited by FE. Cannan (1896) New York, 1956, pp. 222-36. Among the subjects Smith 
treated in his Moral Sentiments (1759) ave the motives of men and the bonds which unite 
them in society. He thus may be included among the writers who found purely economic 
interests insufficient to transform a nation of individuals into a society. This inadequacs < 
dealt with by Talcott Parsons in The Structure of Suctal Action, New York, 1937. See be! 
notes 10 and 14. 

*On the empiricist nature of Smith’s work see H. J. Bittermann, “Adam Smith's Em- 
piricism and the Law of Nature,” Journal of Political Economy, NUVUL, 1940, pp. AST-520, 
703-34. 
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finally in the fact that much of Books I, II, and V relates to determinants of 
economic growth. It may be evident also in the fact that Smith, being coneerned 
with individual welfare, chose the approach to the theory of value which appears 
in the Wealth of Nations.® It is not surprising therefore that C. R. Fay and 
Jo. Nicholson have found in Smith's work a blueprint for the economic progress 
of American and the British Empire, or that eareful students of the classical 
school have deseribed Smith as interested in output augmentation rather 
more than in alloeative efficiency. Nor is it surprising that Bittermann finds 
maximization of per capita income to be the prime objective of Smith's de- 
velopmental and social poliey,* given that Smith subjected to but one restraint 
the achievement of plenty for the individual and of necessary “publie services” 
for the community, namely, the prior guarantee of national security, “defense” 


6 


being of “much more importance than opulence. 


I 
According to Smith, the level of average physical output (the “proportion” 
between'the “annual produce” and those who share it), together with its growth, 
is governed by two sets of forces. It 


must in every nation be regulated by two different circumstances; first, by the skill, 
dexterity, and judgement with which its labour is generally applied; and, secondly, by 
the proportion between the number of those who are emploved in useful labour, and 
that of those who are not so employed. 


Smith aceordingly built his theory of growth largely around these two cireum- 
stances, which he treated as having the quality of both dependent and inde- 
pendent variables. 

Of these two cireumstanees, the first, discussed in this section, is deemed more 
important than the second.* Invention and capital are not assigned coordinate 


See Wealth of Nations (edited with introduction by E. Cannan and reissued in The 
Modern Library by Random House, Inc., New York, 1937), pp. lvii, Ix. This work is here- 
inafter cited merely as Wealth; its title was suggested, R. L. Jones believes, by a poem of 
Dryden's (“A Conjecture About Adam Smith,” Dalhousie Review, XVIII, 1938-39, pp. 209- 
14). See also H. M. Robertson and W. L. Taylor, “Adam Smith’s Approach to the Theory 
of Value,” Economic Journal, UXVIL, 1957, pp. 193-97; B.S. Kierstead, The Theory of Eco- 
nomi Change, Toronto, 1948, pp. 70 ff. 

‘On this last point see Hla Myint, Theories of Welfare Economics, Cambridge, 1948, 
chap. 1. J. 8. Nicholson's views appear in his A Project of Empire, London, 1909; C. R. Fay’s, 
in his “Adam Smith and the Dy¥namie State,” Economic Journal, XL, 1930, pp. 25 ff. and 
“Adam Smith, America, and the Doctrinal Defeat of the Mereantile Svstem,” Quarterly 
Journal of Economies, XLVI, 1934, pp. 304 ff. The citation from Fay at the beginning of 
this paper recalls Richard Steele's description (in The Spectator, No. 2, March 2, 1710-11) 
of an eminent London merchant who “will tell vou that it is a stupid and barbarous way to 
extend dominion by arms; for true power is to be got by arts and industry.” 

Op.-cit., pp. 516-17. 

“Wealth, p. 431; hence Smith's deseription of the “act of navigation” as “perhaps, the 
wisest of the commercial regulations of England” (ibid). On the object of poliey see ibid. 
pp. Iwi, 396 

* Wealth, p. Iii; he deals with these two circumstances in Books I-IT. 

“Thid., pp. Iwii-lviii. 
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rank, perhaps because invention, not yet so important in Smith’s day, is con- 
sidered a function of the degree of division of labor, and capital is viewed as 
the main determinant of “the number of useful and productive labourers” that 
can be variously set to work.® Cannan suggests that the second circumstance 
“may be stretched so as to include the duration and intensity of the labour of 
those who are usefully employed,” though Smith makes how long and how 
intensely a man works vary positively with the height of his real wage, itself a 
consequent of several economic conditions (i.e., division of labor, “increasing 
national wealth,” and [in respect of piece-work] high output). Disposition to 
work depends also upon non-economic conditions external to the individual.'” 

Although Book I treats “Of the Causes of Improvement in the Productive 
Powers of Labour,” the only cause really dealt with is division of labor, together 
with some of its effects and preconditions. That division of labor is traced to a 
“propensity to truck, barter, and exchange one thing for another,” is of little 
theoretical consequence, since this propensity is described as being possibly 
cultural instead of originally-natural in character,'! and since, on Smith’s show- 
ing, it could be explained in sociologically functional terms'? much as he ex- 
plained the growing use of money as a necessary sequel to a growing division of 
labor.“* He might even have accounted for both exchange and the continuing 


* Ibid., pp. lxiii, 9. “Curiosity,” the development of which fostered innovation, etc., could 
not flourish until law and order had been established and man’s subsistence had become se- 
cure. See The Essays of Adam Smith, London, 1872, pp. 340 ff. E. Ginzberg (The House of 
Adam Smith, New York, 1934, p. 151) believes Smith was justified in being unimpressed by 
the rate of technological progress “in his own and the preceding centuries.” 

* Wealth., p. lvii, n., also pp. 73-74, 78, 81-82. That, within limits, a worker's productive 
powers increase as his consumption and living conditions improve, is not explicitly noted by 
Smith, though perhaps implied (ibid., p. 83). In his Theory of Moral Sentiments (Bohn’s 
Standard Library, London, 1853), wherein sociological and psycho-social determinants of hu- 
man behavior are treated, Smith found in man’s “regard to the sentiments of mankind” the 
reason why he pursued riches, avoided poverty, and put forth effort even after his elementary 
wants had been satisfied. Vanity, emulation, desire for favorable public notice, aspiration to 
advancement in rank, etc., underlay the desire of man to better his condition. See ibid., pp. 
70-72, 166, 263, 436, 452-54: also see Lectures, pp. 158-61. 

“ Wealth, p. 13, also pp. 15, 16, where the propensity is called a “disposition.” In the 
Lectures, (pp. 168-71) Smith insists on the existence of a “natural disposition to truck and 
barter.” 

*R. K. Merton deals with functional explanations in his Social Theory and Social Struc- 
ture, Glencoe, 1949, chap. 1. Frequently what Smith says regarding the purposes of “the Au- 
thor of Nature,” together with man’s “moral faculties” and his need “to co-operate with the 
Deity” (e.g., see Theory of Moral Sentiments, pp. 113 ff., 125, 235, 306, 396), may be trans- 
lated into functional terms. Various conditions are essential to the continuance of a society 
and the functioning of the social mechanisms underlying such continuance. Smith and others 
traced the origin and persistence of such conditions to “the Author of Nature ;” we account 
for them in functional terms. E.g., see Wealth, p. 638, where Smith describes the sometimes 
corrective role performed by “the wisdom of nature” in the “political body ;” and compare 
this discussion and his treatment of natural order with A. E. Emerson’s “Dynamic Homeo- 
stasis: A Unifying Principle in Organic, Social and Ethical Evolution,” Scientific Monthly, 
LXIV, 1954, pp. 67-85. The theory of homeostasis may be viewed as a latter-day derivation 
of the theory of natural order. 

* Wealth, pp. 22 ff. 
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subdivision of labor in terms of what he included under man’s universal desire 
of bettering “his condition,” a “principle ... capable of carrying on the society 
to wealth and prosperity, [and] of surmounting a hundred impertinent obstruc- 
tions with which the folly of human laws too often incumbers its operations.’’™* 
It made no difference wherein division of labor had its origin, because Smith 
took its existence for granted and found its growth limited principally by con- 
ditions susceptible of amelioration in the course of time. He estimated a country’s 
stage of economic progress from the degree to which its labor was subdivided 
by task and occupation.'® 

As division of labor increases, man’s skill, dexterity, and capacity to apply 
labor effectively likewise increases, be he artisan, trader, or philosopher. 


This great increase of the quantity of work, which, in consequence of the division of 
labour, the same number of people are capable of performing, is owing to three differ- 
ent circumstances; first, to the increase of dexterity in every particular workman; sec- 
ondly, to the saving of time which is commonly lost in passing from one species of work 
to another; and lastly, to the invention of a great number of machines which facilitate 
and abridge labour, and enable one man to do the work of many.” 


That employments when subdivided could better be adapted to the differing 
natural aptitudes of workers Smith ignored, probably because he believed that 
men do not differ greatly in “natural” talent, differences in genius and skill 


* Ibid., p. 508; see also pp. 81, 324, 326, 329, also p. 14 where the co-operation of individuals, 
indispensable in human society, is described as flowing from “self-love” rather than from 
“benevolence.” On p. 15 specialization is traced to the individual's “regard to his own inter- 
est.” Economic society is here described as what F. Tonnies called a Gesellschaft type of or- 
ganization, a type that Pareto, Durkheim, and others considered unstable in the absence of 
stabilizing Gemeinschaft relationships. See Parsons, op. cit., pp. 687 ff. and chap. 18. It may be 
argued, however, as Joseph Cropsey indicates (Policy and Economy, The Hague, 1957, esp. 
pp. 14 ff., 20 ff., 70 ff., 79 ff.), that man’s disposition to comply with moral law re-enforced the 
regulative rule of competition, thus giving some expression to the Gemeinschaft principle. 
In his Theory of Moral Sentiments Smith described human society as held together by vari- 
ous non-economic ties, some of which arose out of moral rules (ibid., pp. 120, 124-49, 224-38) 
and out of appetites (implanted in man by the “Author of Nature”) for ends and means 
approved by “nature” (ibid., pp. 109-10, 126). Among these bonds he included regard for 
propriety, “laws of justice,” and “sympathy” or “our fellow-feeling with any passion what- 
ever” (ibid., pp. 3-13, 127, 461-66). See also Smith’s treatment of the roles of emulation, self- 
love, ete. (ibid., pp. 70-72, 263-68). That Smith thought of the account of human behavior set 
forth in his Moral Sentiments as complementary to that developed in the Wealth of Nations 
and as describing the societal fabric within which man would pursue his self-interest, is 
nicely demonstrated by H. M. Robertson in his inaugural lecture, The Adam Smith Tradition 
(delivered before the University of Cape Town, October 13, 1950), Oxford University Press, 
Cape Town, 1950, pp. 13 ff. See also Jacob Viner’s essay in Adam Smith, 1776-1926, Chicago, 
1928, pp. 116-55; Bittermann, op. cit.; A. Salomon, “Adam Smith as Sociologist,” Social Re- 
search, XII, 1945, pp. 22-42; Cropsey, op. cit. For a somewhat contrary view, see W. D. 
Grampp, “Adam Smith and the Economie Man,” Journal of Political Economy, LVI, 1948, 
pp. 315-36. ‘ 

* Wealth, p. 5; but see note 81 below. Division of labor had even perfected “the art of war” 
(“the noblest of all arts,” Smith remarked ironically) and, by its augmentation of fire-power, 
given the advantage to opulent and civilized states (ibid., pp. 658-59, 667, 669). 

* Ibid., p. 7; see also p. 10 on the effect of division of labor on “philosophy.” 
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being primarily effects of differences in experience and of division of labor,'* 
and that differences in rates of remuneration were results of the way in which 
economies functioned, given want of “perfect liberty,” together with various 
inter-occupational differences which “counterbalance” wage differences.'* He 
also “omitted altogether,” as Cannan observed, “the economy of tools and the 
possibility of localising industries so as to get the most good from the different 
qualities of differing places.”’* Conceivably Smith appreciated that specializa- 
tion permitted fuller use of equipment, though he failed to say so when dis- 
cussing underutilization of the capacity of a worker or of “stock” or a mine.*° 
And, though he found the advantage of foreign trade, sometimes in its enlarge- 
ment of domestic division of labor, sometimes in its enabling a country to dis- 
pose of its surpluses, and sometimes in the fact that goods could be purchased 
more cheaply abroad,*! Smith did not explicitly attribute this advantage to 
international differences in natural-resource equipment. He did, however, re- 
mark that, when provisions (not being readily exportable) were cheap at some 
inland point, workmen might be attracted there, and in consequence manu- 
facturing and eventually export might develop there.** Smith noted, further- 
more, that, since men’s “understandings” usually are “formed by their employ- 
ments,” their intellectual, social, and moral virtues might be dissipated through 
the pursuit of various useful but mentally-depressing employments unless 


* Ibid., p. 15. Smith traced the origin of inter-individual differences to differences in ex- 
perience, custom, occupation, and education. See tbid., pp. 15-16, 101; also Lectures, pp. 
170-71. In accordance with this view Smith described an individual’s “acquired and useful 
abilities” as a component of his fixed capital. See Wealth, pp. 265-66, 101-102. 

* Ibid., Bk. I, chap. 10. Although Smith believed wage differences arising from imperfect- 
ness of competition (e.g., as when relatively skilled agriculturalists were less well rewarded 
than practitioners of easily learned “mechanic” trades) to be without warrant, he indicated 
that wage and income differences were essential to generate emulation and ambition, to 
stimulate industry, to attract workers to new trades, etc. See ibid., pp. 114, 134, 141; also 
Theory of Moral Sentiments, pp. 70 ff., 236, 263 ff. The theory of non-competing groups, 
apparently first anticipated by M. Longfield, is not foreshadowed in Smith's works. 

* See E. Cannan, A Review of Economic Theory, London, 1930, p. 96. Writing on the eve 
of the industrial revolution at a time when land famine was not yet felt in England and when 
inorganic or sub-soil natural resources were still playing a very minor role, Smith failed to 
appreciate fully, or at least to take adequately into account, the unequal distribution of such 
resources and its significance for international and interregional specialization. He did, how- 
ever, remark that often one country could not overcome another because of the latter’s 
“natural advantages” (Wealth, p. 425). 

” Wealth, pp. 17, 105, 165. 

* Tbid., pp. 352-54, 415, 424. 

= Ibid., pp. 20-21, 382-83; also pp. 173-74 on how neighboring barren lands would be af- 
fected. A number of British manufacturing cities had grown up in this way (ibid., p. 383). 
“The corn, which could with difficulty have been carried abroad in its own shape, is in this 
manner virtually exported in that of the complete manufacture, and may easily be sent to 
the remotest corners of the world” (ibid., p. 383). Inasmuch as men adjusted their pattern of 
consumption to whatever staple was relatively cheap, the low-priced food need not neces- 
sarily be corn (ibid., p. 187). Smith’s argument differs from M. Longfield’s in that Smith, by 
ruling out the possibility of food exports, must suppese food to be converted into labor and 
labor into transportable exports. See on the Longfield approach, B. Ohlin, /nterregional and 
International Trade, Cambridge, 1933, pp. 31-32. 
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governments took countervailing measures in the form of suitable education.** 
But he disregarded the fact that the incidence of the trade cycle might increase 
as division of labor grew. 

Of greater importance for Smith’s analysis of economic development than his 
description of the effects of division of labor was his account of the limitations 
to which it was subject and of the implications of these limitations. Surmounting 
one of these limitations, the amount of stock or capital available, did not give 
rise to dynamic effects, Smith’s account suggests. It was necessary merely, as 
division of labour grew and (in Béhm-Bawerkian terms) production became 
more roundabout, to accumulate more and more subsistence, materials, tools, 
etc., for the support and equipment of labor; otherwise the progressive sub- 
division of labor could not be continued.** Overcoming the other limitation, 
however, namely, that arising from narrowness of “the extent of the market” or 
of “the power of exchanging that gives occasion to the division of labour,” 
entailed or resulted in fundamental and dynamic socio-economic changes.”° 

Because economic development depended upon progress in the division of 
labor and this in turn depended upon the extent of the market, whatever under- 
takings or social processes served to extend the market made for economic de- 
velopment and therefore had survival power. Among these processes were 
urbanization, location of economic activities along seashores and waterways, 
improvements in transportation, colonial and other external settlement, en- 
largement of foreign trade, removal of obstacles to competition, and possibly 
enrichment of internal markets. It was only in towns that most trades could 
be carried on, since only there could specialists market their surplus outputs 
advantageously; in country areas demand was too slight," except possibly that 
of towns for surplus rural produce, the amount of which available in a hinter- 
land at any given time set limits (in the absence of distant sources of supply) 
to the growth of neighboring towns and cities.** Similarly, it was along the sea- 
coast and navigable rivers, where the availability of relatively cheap water made 
for extended and widely removed markets, that laber could be progressively 
subdivided.** It was in inland centers, dependent upon small and localized mar- 


* Wealth, pp. 734-40, also 15-16. Were attainment of a simple but essential education made 
prerequisite to entry into various trades, individuals would have incentive to acquire such 
education (p. 738). When “the inferior ranks” were stupid or subject to “delusions of en- 
thusiasm and superstition,” “safety of government” was endangered (pp. 739-40), and eco- 
nomic progress was put in jeopardy. 

* Wealth, pp. 259-60, also 83, 89, 105, 326-27. That production becomes more roundabout 
is implicit in Smith’s argument that an increasingly long interval separated the initiation and 
the final sale of products as division of labor progressed (ibid., p. 359). 

* Ibid., pp. 17 ff. 

* Ibid., pp. 17-18. On the contribution of competition to expansion in Smith’s system, see 
H. Myint, “The Welfare Significance of Productive Labour,” Review of Economic Studies, 
XI, 1943, pp. 20 ff. The rise of towns had made fairs obsolete (Lectures, pp. 234-35). 

* Wealth, pp. 124-25, 357 ff. 

* Ibid., pp. 19-20, 319-20, 353, 357, 360, 379-80, 382, 647. Hence the early development of 
civilization along the shores of the Mediterranean (ibid., pp. 19-20). Smith stressed the im- 
portance of cheap “conveyance” in his Lectures, pp. 234-35. 


ADAM SMITH’S THEORY OF ECONOMIC GROWTH—PART I 403 


kets and exposed to having their lines of communication cut, that division of 
labor could make little progress unless a persisting abundance of cheap and not- 
very-exportable provisions eventually attracted a considerable population ;*° 
whence the backward parts of the world were typically inland. 

Improvement in water-carriage and in land-carriage thus played as important 
a part in Smith’s theory of economic development as in that of modern scholars. 
For, without relatively cheap transport, markets remained small; and, with 
markets small, the situation was uncongenial to competition, and subdivision of 
labor, together with economic progress generally, had soon to come to a halt.*° 
Although Smith remarked that rude produce was far less transportable than 
were fine manufactures and precious metals,*! he was content to suggest that 
this was an important reason why apparently so much of rural produce had to 
find markets in nearby towns.** He emphasized, however, that extension of the 
market and of division of labor, together with the improvements resulting, was 
a principal effect of foreign trade, the major benefit conferred on Europe by the 
discovery of America and of a sea-passage to Asia and the East Indies, and a 
principal advantage to be derived from the possession and exploitation of colo- 
nies.** He did not explicitly emphasize the role of advancing wages in the en- 
largement of the internal market for various products, in part at least because 
he subscribed to an approximation to Say’s Law and believed the demand for 
products other than foodstuffs to be indefinitely extensible.** Yet he indicated 


* Wealth, pp. 6-7, 20-21, 379, 382-83, also p. 165 on coal mines situated inland. 

” Ibid., pp. 18-21, 382-83; 147-49, 206-07, on the competition-fostering influence of im- 
provements in internal navigation; 89-90, 112-13, 147, on how the greater intensity of com- 
petition in towns than in the countryside made profit margins lower and wages higher in 
towns. This greater intensity of competition had its origin in the greater accumulation of 
stock in the towns and apparently in the greater number of sellers (ibid., pp. 89-90, 112-14, 
147). 

* Tbid., pp. 405, 41215. Since only manufactures were readily transportable and in elastic 
supply, Smith’s argument indicated, only advanced countries, with developed manufactures, 
could long support foreign war. Jbid., pp. 409-15. 

® Tbid., pp. 356-60, 380-83. On the role of surplus food as a major industry-attracting fac- 
tor see W. H. Dean, Jr., The Theory of the Geographic Location of Economic Activities, Ann 
Arbor, 1938, pp. 24-28. According to Smith, an abundance of provisions might not only at- 
tract workers; it might also give rise to population growth. See Wealth, pp. 146, 163 ff., 382- 
83, 475-76. Elsewhere (ibid., pp. 356-57) he associated extent of the market with “the number 
and revenue of the inhabitants of the town.” 

® Tbid., pp. 415-17; on America and the East Indies, Bk. III, chap. 7, part 3, pp. 557 ff. 
“The discovery of America, and that of a passage to the East Indies by the Cape of Good 
Hope, are the two greatest and most important events recorded in the history of mankind” 
(ibid., p. 590). See, on the advantages of “colony trade,” ibid., pp. 574 ff.; also pp. 424-25 on 
the advantage of buying more cheaply abroad than at home. 

*“The desire of food is limited in every man by the narrow-capacity of the human stom- 
ach; but the desire of the conveniences and ornaments of building, dress, equipage, and 
household furniture, seems to have no limit or certain boundary.” See ibid., p. 164. Smith 
intended by this statement to indicate that to an individual’s demand for food there was a 
limit; and yet, as J. S. Davis shows (“Adam Smith and the Human Stomach,” Quarterly 
Journal of Economics, LXVIII, 1954, pp. 275-86), he may have exaggerated the relative im- 
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in various ways the primary and very great importance of the internal market, a 
market that had been largely ignored by the mercantilists.* 

What has been said respecting the response of division of labor to the dis- 
covery of America and of a sea-passage to the East Indies may be supplemented. 
In general, European and colonial markets were being extended as was division 
of labor, but not so greatly as they would have been in the absence of the 
imposition of trading restrictions by the colonizing powers and the resulting 
curtailment of competition. These restrictions had slowed down the rate of 
growth of European markets for colonial wares and that of both European 
and colonial markets for the surpluses of particular European countries, 
non-colonizing as well as colonizing, since all felt directly or indirectly the stimu- 
lus of the discoveries. Furthermore, because of these restrictions, the distribu- 
tion of capital among employments had been anything but optimized, with 
the result that capital formation and the extension of markets and of division 
of labor had progressed less rapidly than had been possible. Generally, because 
the stimulus given to trade by the discoveries had been so great, the adverse 
effects of the restrictions had been underestimated even as the advantages sup- 
posedly derivable by mother countries from colonies had been very greatly 
exaggerated.** 

Although Smith supposed that the terms of trade between agricultural sectors 
or countries (e.g., Poland) and industrial sectors or countries (e.g., Holland) 
would be dominated by differences in the impact of division of labor, he did not 
incorporate this supposition into his theory of economic development, probably 
because he looked upon the rise of{towns and maunfacture as a necessary 
sequel, under a system of natural liberty, to the accumulation of excess capital 
in agriculture and the countryside.*7 When discussing division of labor, he de- 
scribed manufacture as far more susceptible of partition and hence in need of 
a much larger market than was agriculture. Agriculture, he supposed, tended to 
become subject to (approximately) constant return; it therefore came to differ 


portance of man’s demand for food. Approximations to Say’s Law appear here and there. 
Eg., see Wealth, pp. 169, 268, 272, 321 ff., and notes 46 and 53 below. In his Theory of Moral 
Sentiments (pp. 70 ff., 262 ff.) Smith described man’s desire for goods and services as being 
governed by socio-economic conditions external to the individual; it was not fixed by his 
elementary needs. One may infer from this that Smith expected man’s desires to increase 
as his productive capacity grew. See note 10 above. 

* FE g., see, on the importance of the home market for manufactures and agricultural pro- 
duce, Wealth, pp. 647, 650; on the comparative inferiority of investment in external trade to 
investment in domestic activities, tbid., pp. 341-55. In his Lectures (pp. 207-10) Smith con- 
demned the view “that no Expense at Home can be hurtful.” See Section IV below on 
markets, ete. 

™® Wealth, pp. 557-606. Much of this discussion relates to America since, Smith believed, 
less stimulus had come from the Asian trade. 

* Tbid., Bk. III, chap. 1. The “system of natural liberty,” which would result in the absence 
“of preference or of restraint” (ibid., p. 651) and which had found considerable expression in 
the North American colonies, was, of course, disturbed by the unsalutary human institutions 
and practices found in Europe. See tbid., Bk. IV and pp. 118-43. 
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far less from country to country in respect of efficiency than did manufacture.** 
The “real price of almost ali manufactures” had fallen, increasing division of 
labor, together with its concomitants (improved machinery, greater dexterity), 
having reduced the input of labor per unit and (sometimes) improved the quality 
of manufactures.*® The terms of trade thus tended to become increasingly 
favorable to agriculture (at least in the absence of the establishment of urban 
monopolies), with the result that absolute rents tended to rise; but the effects 
of this increase in rent upon capital formation were not specifically examined, 
perhaps because Smith, unlike Ricardo, did not explicitly stress rent and profit 
as the source of savings.*° 


II 


Capital accumulation played a major role in Smith’s theory of economic de- 
velopment, serving to augment employment, to provide workers with better 
equipment, and, above all, to make possible extension of division of labor; it 
thus served to increase both output per worker and total output.*! Capital, or 


* Ibid., pp. 6-7, 640-41, also pp. 217-37 where the possibility of diminishing returns in 
extractive industry is recognized. He states (ibid., pp. 646-47) that 2-4 families consume the 
output of one agriculturalist whereas it takes 50-100 families to consume the output of one 
artificer; but he notes (pp. 217-42) that the longer-run elasticity of supply of particular kinds 
of produce to inputs of effort may range from zero to somewhat in excess of unity. The 
elasticity of supply of vegetable food was high because the soil could be made more favor- 
able to its cultivation and it was possible to introduce products which required “less land and 
not more labour than corn” (ibid., p. 241) whose “real value” (in terms of labor commanded) 
did not vary greatly over the long run (ibid., pp. 35-36, 186-87). But he expected the prices 
of various materials, fossils, minerals, precious metals, ete., to rise in terms of food (ibid., 
pp. 175-76). Smith’s account of the prospective change in the price structure of wage goods 
anticipated the view of Ricardo (Principles of Political Economy, E. C. K. Gonner, ed., 
London, 1903, chap. 5, par. 37) and others that high food costs signify that an economy is 
well developed. 

® Ibid., pp. 242-47. He mentioned improvements in machinery which apparently he did 
not consider attributable to the stimulus of division of labor (ibid., p. 246); also improve- 
ments in the production of cattle feed which had reduced the real price of meat (ibid., p. 151). 

® Ibid., pp. 247-49; also p. 318 where he makes the rental share depend partly on insti- 
tutional arrangements. On the use of corporate and other regulations to make the terms of 
trade more favorable to towns and less favorable to the countryside, see ibid., pp. 123-27, 
627 ff., 650 ff.; his discussion suggests somewhat T. Veblen’s account (Absentee Ownership 
and Business Enterprise in Recent Times, New York, 1923, pp. 145-48) of the country town. 
Sometimes Smith implies that a mercantile state (e.g., Holland) imports produce on quite 
favorable terms (Wealth, pp. 480, 642). He apparently means, however, only that such a 
state is importing produce more economically than it can supply it domestically (if at all); 
the price in the importing country exceeds by the cost of carriage the price in the exporting 
country (ibid., p. 190). 

“ Accordingly, an increase in a nation’s “annual produce” always signified an increase in 
its capital (ibid., p. 326). “The annual produce of the land and labour of any nation can be 
increased in its value by no other means, but by increasing either the number of its produc- 
tive labourers, or the productive powers of those labourers who had before been employed. 
The number of its productive labourers ...can never be much increased, but in consequence 
of an increase of capital, or of the funds destined for maintaining them. The productive pow- 
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that part of a man’s “stock” which was used to bring him revenue, was either 
fixed or circulating in form. Output per worker of given ability depended im- 
mediately or primarily upon the amount of fixed capital (i.e., useful machines, 
profitable buildings, landed improvements, and men’s acquired talents) which 
he had to assist him.** The amount of “industry” that a nation could support, 
together with the number of workers which it could employ and the degree of 
division of labor which it could realize, depended primarily upon the amount of 
circulating capital available, that is, upon the “materials to work upon,” the 
“tools to work with,” and the “wages or recompence [i.e., wage-goods] for the 
sake of which work is done.” He did not emphasize the fact that how many 
workers could be employed by a given amount of circulating capital was con- 
ditioned largely by the average real wage, though he recognized this fact.** 

Circulating capital plays a more important role in Smith’s system than does 
fixed capital, even as it was to play the more important role in the system de- 
veloped by his classical successors. Smith noted that the importance of fixed 
capital varied with industry, and that some lines of industry in which fixed 
capital was relatively important (e.g., mining, manufacture) had expanded; but 
he still considered it much less important quantitatively than was circulating 
capital. Furthermore, circulating capital played strategic roles. It governed the 
volume of employment. It was also the source of fixed capital, furnishing the ma- 
terials that composed fixed capital and sustaining the workmen who fabricated 
fixed capital and subsequently kept it in use or repair.** 


ers of the same number of labourers cannot be increased, but in consequence either of some 
addition and improvement to those machines and instruments which facilitate and abridge 
labour; or of a more proper division and distribution of employment. In either case an addi- 
tional capital is almost always required.” /bid., p. 326; see also pp. 271, 279-80. 

“ (Ibid., pp. 262-67, 326.) “The intention of the fixed capital is to increase the productive 
powers of labour, or to enable the same number of labourers to perform a much greater quan- 
tity of work” (ibid., p. 271). “The improvement in the productive powers of useful labour 
depends, first, upon the improvement in the ability of the workman; and, secondly, upon 
that of the machinery with which he works” (ibid., p. 641). Only profitably employed build- 
ings, but not dwelling houses, constituted a part of a nation’s capital, nor did any durable 
goods utilized “for immediate consumption” (ibid., pp. 264-65). 

* Ibid., pp. 279-80; also pp. 68-70, 82-84, on variation in wages. See also on the role of cir- 
culating capital, ibid., pp. 57, 259-60, 271-72, 276, 301-02, 424-25. Circulating capital com- 
prised money, provisions, materials, completed work, etc., in the hands of owners who 
planned to circulate them for profit (ibid., pp. 262, 266). “The general industry of the coun- 
try” is “always in proportion to the capital which employs it” (p. 424) as is the number of 
workmen that can “be continually employed” (p. 421). Of the components of circulating capi- 
tal the most important consisted in “the funds which are destined for the payment of wages” 
(ibid., pp. 68-70, 73); upon the progress of these funds depended the progress of the demand 
for labor and hence the movement of real wages. Money simply served to circulate and dis- 
tribute other forms of circulating capital (ibid., p. 266); it did not govern the volume of em- 
ployment (ibid., Bk. II, chap. 2). Smith did not do as did J. S. Mill, assume that most per- 
sons who worked for hire were productive laborers and that therefore most of a nation’s 
“wages-fund” was utilized to employ these workers. See Mill’s Principles of Political Econ- 
omy, edited by W. J. Ashley, New York, 1921, Bk. II, chap. 11, sec. 1. 

“ Wealth, Bk. II, chap. 1. Not until late in the nineteenth century was the classical em- 
phasis upon circulating capital superseded by that of the Austrians upon fixed capital, a 
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Smith’s emphasis upon circulating capital may have influenced his analysis 
in several ways. It certainly caused him to underestimate the productivity of 
fixed capital, to suppose (as did the classical school generally) that the elasticity 
of productivity of capital, together wth the demand for it, was quite low, and 
to infer that the rate of profit was easily pressed to the zero-saving level. It 
probably re-enforced the Malthusian tendency in his thought, since it assigned 
great weight to elements (especially provisions) with the increase in which the 
growth of population was associated. It may also have contributed to his dis- 
position to underestimate the role of invention and innovation, a role often asso- 
ciated with fixed capital. 

Because Smith attached so much importance to tangible products, whereof 
the “annual produce” consisted, he emphasized such uses of a society’s “stock” 
as gave employment to “productive” labor and hence eventuated in tangible 
products. “The number of useful and productive labourers ...is every where in 
proportion to the quantity of capital stock which is employed in setting them to 
work, and to the particular way in which it is so employed.” By “productive” 
labor he meant labor which adds to “the value of the subject upon which it is 
bestowed,” that is, labor which enters into the composition of a tangible and 
vendible object; and by “unproductive” labor, he meant personal services (e.g., 
of churchmen, lawyers, buffoons, ete.) which “generally perish in the very instant 
of their performance, and seldom leave any trace or value behind them, for 
which an equal quantity of service could afterwards be procured.” Accordingly, 
since capital consisted of tangible objects, a necessary condition of its increase 
was the employment of a sufficient number of workers in “productive” activities. 
But even then accumulation could not result unless the “exchangeable value of 
the annual produce” exceeded “that of the annual consumption.”* 

It is not possible to represent Smith’s theory of growth accurately in symbolic 
terms because of ambiguities in his definition of the immediate determinants of 
physical output. However, let A = W + R + C + AF, where A represents annual 
produce; W, wage goods; R, tools and raw materials used by workers; C, annual 
output of goods in the hands of consumers and destined for their consumption; 
and AF, the increment in fixed capital F. Stock includes four elements of which 
all but the last condition the size of A, namely, W, R, F, and C, together with 
C-type goods remaining from years preceding the current one. Let T represent 


change in emphasis probably attributable in part to the increasing importance of fixed capi- 
tal. F. A. Hayek contrasts classical and Austrian capital theory in his The Pure Theory of 
Capital, London, 1950, pp. 46-50. See also R. Goetz-Girey, “Réflexions sur la théorie du capi- 
tal d’Adam Smith,” Revue d’histoire économique et sociale, XXIII, 1936-37, pp. 311-332. 

“ Wealth, pp. lviii, 314-22, 464. The first two quotations are from pp. lviii and 314-15. On 
p. 54 the smallness of the “annual produce” is attributed to the largeness of the number of 
“idle” as well as to that of the number of workers who, being “unproductive,” do not con- 
tribute to the “annual produce” which consists of tangible objects (ibid., pp. lvii, 326). 
Myint believes that Smith’s stress upon “productive labour” reflects his concern with the 
expansion of physical production, a concern which diverted his attention from allocation. 
See “The Welfare Significance. ..,” loc. cit., pp. 20 ff.; also S. Moos, “Is Adam Smith out of 
Date?,” Ozford Economic Papers, III, 1951, pp. 187-201. 
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land in use, and L, labor, made up of L, and Ly , that is, of productive and un- 
productive labor, respectively. Then A = f(T, F, R, L,) ; and average output per 
worker A/L, depends upon T and F. [t being given that the demand for labor L 
is governed by W, the proportion of the labor force that engages in productive 
activity (i.e., L,/L) depends upon the proportion of W that is devoted to the 
employment of productive labor L, . Productive labor thus plays the crucial role 
in Smith’s system; for the amounts of W and R, together with a portion (i.e., AF) 
of F, available in any period, are the results of activities in the preceding period 
in which productive labor played the major role. The rate of growth of A, while 
dependent immediately upon that of L, and F and the associated extension of 
division of labor, depends ultimately upon that of the portion of W that is utilized 
to set productive labor L, in motion. The rate of growth of L depends primarily 
upon that of W. The rate of growth of output per productive worker (i.e., A/L,) 
depends largely upon the rate of growth of F/L, and the extension of division of 
labor associated with the growth of L and A. 

With progress in commerce and/or manufacture and with increase in the 
actual or the potential availability of tangible and more or less durable goods, 
a people’s capacity for capital accumulation increased and its social structure 
tended to become more favorable thereto. So long as tangible products of domes- 
tie manufacture or foreign provenance were not available to landlords, the op- 
portunity to accumulate capital was quite limited, Smith believed, here under- 
estimating (perhaps because he believed incentive lacking) the degree to which 
idle labor might be set to building transport and other overhead capital. For then 
idle retainers and “unproductive” laborers were supported out of the surplus 
“over and above the maintenance of cultivators,” and, if a portion of the surplus 
was sold, the money or treasure realized was hoarded.*® When, however, tangible 
goods became available, they could be accumulated. Moreover, since individuals 
could more easily curtail their purchases of such goods than reduce their support 
of servants and retainers, they could better adjust their expenditures when their 
incomes changed.** At the same time it became easier for sovereigns, ecclesiasti- 
cal lords, and great landlords to spend in excess of their incomes, meeting deficits 
by borrowing. While this practice temporarily made for diminution of capital 
formation, it tended to increase social capillarity and thus eventually to augment 
savings. For prodigal families and ecclesiastical landlords tended to lose their 
property altogether, or they brought themselves under pressure to lease it or 


“ Ibid., pp. 205, 385-86, 414, 859-60. Smith’s argument, that an agricultural surplus would 
evoke the production of non-agricultural products only if the latter proved attractive to the 
owners of this surplus, foreshadowed the type of argument Malthus set down when discussing 
“a union of the powers of production with the means of distribution.” See T. R. Malthus, 
The Principles of Political Economy, 2nd ed., London, 1836, 1936, pp. 361-412. Smith wrote 
as if Say’s Law (as formulated by him; see note 34 above) was not to be extended to back- 
ward countries. In these countries hoarding tended to take place because: (a) non-agricul- 
tural goods were lacking; (b) hoards might offer security in times of adversity; and (c) in 
times of war the sovereign could not rely so largely upon current domestic output as could 
the rulers of commercial countries. See Wealth, pp. 268, 414, 859-60. 

“ Ibid., pp. 329-32. 
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turn it over to the managment of more skillful and prudent persons on terms that 
became favorable to the latter.** 

Having put so much emphasis upon the role of capital accumulation in divert- 
ing individuals into “productive” employments and thereby serving, directly and 
indirectly, to increase employment*® and average output, Smith had to emphasize 
conditions favorable to the accumulation of capital and to its mobility and eco- 
nomic use. His discussion relates, of course, to a somewhat advanced society, 
since there was no need for capital in a rude, natural economy. In such advanced 
society capital would accumulate so long as private parsimony outweighed 
public and private prodigality and misconduct, as it tended to do in times of 
peace and when private property was secure.®° Furthermore, capital would move 
to’‘places and employments where it could be put to most advantageous use, so 
long as a system of natural liberty prevailed, monopoly and restrictions upon the 
circulation of labor being the principal deterrents to such use.*! 

Smith apparently believed that much of the capital formed was supplied by 
undertakers and landlords; yet he did not find in banking practices or in mone- 
tary policy devices means whereby rent and profits might be increased and the 
rate of capital formation might be significantly stepped up. He observed that 
banks made possible certain economies in the use of stock,®* but he did not extend 


* Ibid., pp. 391-92, 859-61, also p. 319 on idleness occasioned by our ancestors’ lack of in- 
centive. In agriculture societies fortunes continued long in the hands of “old families,” but in 
commercial societies riches seldom remained long in the hands of given families (ibid., p. 
391). In Europe clerical prodigality had made necessary the leasing of ecclesiastical lands to 
tenants, with the result that the power of “the Church of Rome,” the most “formidable com- 
bination that ever was formed against ...the liberty, reason, and happiness of mankind,” 
was destroyed (ibid., pp. 754-55). Smith, believing concentration of power in the hands of 
the clergy to be unconducive to economic progress, favored the distribution of church mem- 
bership among thousands of sects (ibid., pp. 744-55; Cropsey, op. cit., pp. 80-87). He com- 
plained that non-evangelical ecclesiastical dignitaries were too highly paid: “the lottery of the 
church is in reality much more advantageous than is necessary” (ibid., p. 131). 

” Wealth, pp. 320-21; also p. 272 where he indicates that increases in fixed capital do not 
tend to diminish aggregate employment. He observed also that capital accumulation tended 
to render idleness unpopular (pp. 96-97), and that “the inferior ranks of people” tended to be 
more “industrious, sober, and thriving” in mercantile and manufacturing towns than in con- 
sumer-oriented towns supported principally by the court, ete. (p. 319). 

* Tbid., pp. 259, 268, 269, 321-27, 861. Smith supposed that parsimony (i.e., increase in the 
fund “destined for the maintenance of productive hands”) depended largely upon conditions 
external to the individual (e.g., whether his property was secure, whether he was under so- 
cial pressure to be frugal and accumulate wealth, etc). See tbid., pp. 268, 321-22, 433, 579, 
858-62; Theory of Moral Sentiments, pp. 246-47, 272-73, 296, 445-46. By prodigality Smith 
meant negative parsimony, and by misconduct, investment in capital-wasting undertakings 
(Wealth, pp. 322, 325-26). Smith was aware of the rise of capitalist methods and capitalist 
structure. See R. L. Meek. “Adam Smith and the Classical Concept of Profit,” Scottish Jour- 
nal of Political Economy, I, 1955, pp. 147, 152. 

Tbid., pp. 135, 595-96; also p. 324 where “injudicious” of capital is described 
as having the same effect as prodigality. 

® Banks facilitated the circulation of goods, made “dead stock” active, and, by allowing 
traders to discount bills, enabled them to keep their stock more fully employed (ibid., pp. 
281 ff., 291, 404-08). Discounting, together with the use of paper money, permitted con- 
siderable gold and silver to be withdrawn from circulation and exchanged for foreign goods 
(ibid., pp. 276-81, 892 ff.). See also next note. 
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this reasoning to the employment of labor. Labor, his arguments imply, tended to 
remain fully employed. Hence, increasing the amount of money in circulation 
could not, as the mercantilists had held or as Bentham was conditionally to infer, 
significantly augment employment, output, and the surpluses whence flowed 
most of the annual increment to a nation’s stock of capital.®* 

Smith did not specifically identify undertakers and landlords as the main 
suppliers of capital, nor, despite the example of the Physiocrats, did he define net 
revenue, as Ricardo later did, to make it essentially identical with the supposedly 
main source of savings and tax revenue, namely, profits-plus-rent. Smith be- | 
lieved, however, that the entrepreneur played a very important tole in economic 
life. Moreover, he implied that most increments to a nation’s capital originated 
with undertakers or with landlords, when he indicated that the working class 
could not form much capital since the typical workman’s wage exceeded by little 
or nothing the cost of his current wants.°* Smith’s opinion respecting the source 
of capital is obscured by the fact that he made the ratio of unproductive to pro- 
ductive workers depend upon the ratio of profit-plus-rent to that part of the 
annual produce which replaced capital, and that he inferred that this ratio had 
fallen because supposedly agricultural rents and manufacturing profits had 
fallen relatively while capital replacements had risen.** 

The prudent man lent his capital to entrepreneurs or invested it in profitable 
undertakings because he hoped thereby to better his condition. Given security 
of property and social pressure conducive to parsimony, such man would form 
capital even when the prospective return was relatively low. Conditions favor- 
able to parsimony were found particularly in England, Holland, and similar 
commercial countries. In England, for example, undertakings tended to be suc- 
cessful even though they rarely yielded munificent returns. In consequence, 


® Ibid., pp. 280-81, 300-02, 406 ff. In but one place does Smith appear to depart from the 
above line of argument. There (ibid., pp. 278-79) he indicates that “additional” workers may 
be set to work by circulating capital gotten from abroad in exchange for gold and silver 
released from circulation through the introduction in their place of bank notes. Elsewhere 
(ibid., p. 54) he attributes the smallness of the “annual produce” to the largeness of the 
number of “idle,” but he is referring primarily to voluntarily “idle” persons. In both his 
main work and in the Lectures (pp. 182-222) money is treated as mereiv an instrument of 
exchange. 

™ Only wages in a progressive state exceeded subsistence, but hardly by enough to make 
wages an important source of capital (Wealth, pp. 69 ff., 74 ff., 815 ff.; also p. 670 where he 
says “there must be at least five hundred poor” for “one very rich man”; also Lectures, pp. 
222-23). Smith defined “neat revenue” as “the whole annual produce” minus the maintenance 
of fixed and circulating capital, but he did not relate savings to this residuum (Wealth, p. 271) 
or to aleatory profit associated with innovation or discovery (ibid., pp. 94-95, 97). He did not 
deny that “merchants, artificers and manufacturers” were, as the Physiocrats allegedly sup- 
posed, “naturally more inclined to parsimony and saving than proprietors and cultivators” 
(ibid., p. 641). In the Lectures (pp. 220, 223) peasants and merchants were described as po- 
tential savers who tended to become actual savers only when the security of savings was 
assured. Karl Marx (Theories of Surplus Value, New York, 1952, pp. 129-33) asserted that 
Smith’s “surplus value” consisted of rent and profits. 

® Wealth, pp. 316-19, 320-21. 
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potential savers and investors, expecting future undertakings to succeed, con- 
tinued to accumulate capital even when interest and profits were low.*® 

Smith’s statements regarding the comparative growth of population and capi- 
tal are somewhat ambiguous. The wage-earner was best off in a progressive state, 
in which capital was outdistancing its complement, population. In a stationary 
state, by contrast, the wage-earner’s lot was hard and dull. Of this China, with 
a full complement of people and riches, afforded evidence; there numbers were 
stationary, wages were low, and infant mortality was high.5* England, the Con- 
tinent, and America differed in respect of demographic situation; yet in each 
numbers were limited by “the means of their subsistence,” tending to grow most 
rapidly where wages were high and increasing.®* Smith must have inferred that 
capital was outstripping population in England and much of Europe; for he re- 
marked that there numbers required five hundred years in which to double, that 
uncultivated land remained available, and that average income and wages had 
been rising for a long time though slowly.®® In British North America, by con- 
trast, population was doubling every 20-25 years. Yet this high rate of growth 
could be accommodated; it was even advantageous. For the country abounded in 
agricultural resources which partly eased the need for capital; there was much 
scope for extension of division of labor; and the demand for workers was growing 
faster than the supply.® In general, as Smith posed the problem, population 
growth was both effect and (via division of labor) cause. 


Ill 


Having examined the main forces upon which Smith counted fer growth, two 
matters remain to be examined, the role of the state and the optimal path, or 
sequence of stages, of development. I discuss the former in this section, and the 
latter in the following section. 


% Tbid., pp. 321-25, 334-36, 355; also pp. 87-95, 108-114, on the variation of risk with time, 
place, and employment, and p. 641 on nonagricultural parsimony. Risky undertakings were 
encouraged by the fact that men tended to underestimate chances of loss and overestimate 
chances of gain (ibid., pp. 107 ff.). Smith did not subscribe to the view that excessive profits 
arising from monopoly tended to be saved; easy gains depreciated the esteem in which 
“sober virtue” was held and made for prodigality generally (ibid., pp. 578-79). 

* Ibid., pp. 71-73, 80, 95, 205-06, also p. 249 on subsistence wages in a stationary state. The 
situation of Bengal and portions of the East Indies was even worse, resembling that of a 
declining state (p. 73). As L. Robbins has pointed out, Smith’s stationary state was dull, 
whereas that of Ricardo and Mill was pleasant and cultivated. See “On A Certain Ambiguity 
in the Conception of Stationary Equilibrium,” Economic Journal, XL, 1930, pp. 196-200. It 
should be noted, however, that when Smith discusses Holland, he treats it as almost a 
stationary state, and yet as quite attractive (Wealth, pp. 91, 96-97). 

® Wealth, pp. 79-81, 146, 160-64, 174-75, 205, 429, 532-33, 823. 

® Tbid., pp. 70, 89, 91-92, 189-90, 200, 206, 326-28 ; also pp. 73-74 where “the liberal reward of 
labour” is described as “the natural symptom of increasing national wealth.” See ibid., p. 12 
where Smith commented on the great improvement achieved in the lot of the common man; 
also p. 355 where he stated that much land in Europe remained uncultivated. 

© Ibid., pp. 70-71, 359, 392-93, 531-53; also p. 73 where he remarks that there was no 
monopolistic trading company in America as in the East Indies to retard development. 
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Unlike modern growth theorists, Smith assigned a very small role to the state 
and its agencies. He lived at a time when the state plundered its relatively pro- 
ductive citizenry even more than it does today; when a skilled and honest 
bureaucracy was lacking; and when, given the then supposedly small economies 
of scale, it was possible for private enterprise to supply much of the required 
“infra-structure,” education, ete. His reasons were mainly sociological, however, 
being based partly upon the behavioral properties he imputed to man, and partly 
upon the behavioral tendencies he inferred from the activities of men. One could 
and should count upon: (a) the universal “desire of bettering our condition, a 
desire which, though generally calm and dispassionate, comes with us from the 
womb, and never leaves us till we go into the grave” ;*" and (b) “the obvious 
and simple system of natural liberty” which would establish itself of its own 
accord if “all systems either of preference or of restraint’’ were “completely 
taken away.”® He took it for granted, of course, that man’s desire to better his 
condition, though capable of surmounting many man-made obstacles, flourished 
most when “natural liberty” was uncireumscribed and the sovereign’s duties were 
limited to three, namely, defence, administration of justice, and the maintenance 
of certain publie works. For then self-interest could most effectively protect the 
individual against the stupidity, knavery, etc., of others;® full scope could be 
given to that “free and universal competition which forces everybody to have 
recourse” to “good management” for the “sake of self-defence” and survival ;* 
and the sovereign would be “completely discharged from a duty” he could never 
perform, that of “superintending the industry of private people, and of directing 
it towards the employments most suitable to the interest of the society.”™ 

Smith’s preseription, together with the exceptions he allowed and the applica- 
tions he made, did not flow primarily from philosophical preconceptions, even 
though he took it for granted that man’s instinctive equipment sufficed for social 
life and the attainment of man-kind’s wellbeing. Furthermore, Smith’s position 


“ Wealth, pp. 324-25, also 81, 326, 329, 508. This desire was effective only when the gain 
or loss consequent upon action was largely incident upon the actor. For this reason pre- 
sumably princes (who depended upon agents) were poor traders whereas mercantile-state 
oligarchies traded skilfully (ibid., pp. 770-71). In the Lectures (p. 222) “the oppression of 
civil government” is given as one of the two “causes” of the slowness of economic growth; 
the other was “natural impediments.” 

@ Wealth, p. 651, also pp. 99, 118, 141, 308, 497. Smith supposed that the decision-horizons 
of governments were very short (ibid., pp. 867-68). 

“Smith held merchants and most else of mankind in low esteem. See A. H. Cole’s 
delightful “Puzzles of the Wealth of Nations,” Canadian Journal of Economics and Political 
Science, XXIV, 1958, pp. 1-8. Smith was particularly interested in attacking the then pre- 
vailing system of restraints on competition. In Lectures (p. 233) Smith observed that com- 
mercial progress had been retarded by the lack of esteem in which merchants had been held. 

™“ Wealth, pp. 147, also pp. 6, 59-60, 343 where the degree of competition is made to depend 
on the number of sellers, and p. 313 on the need for competition in banking. Smith did not 
concern himself with conditions favorable to the increase of entrepreneurs in number, given 
competition, presumably because he thought their supply would be adequate under a system 
of natural liberty. 

® Ibid., p. 651. No single person or council “could safely be trusted” with this function, 
above all a sovereign who presumed he could perform it (p. 423). 


/ 
a 


ADAM SMITH’S THEORY OF ECONOMIC GROWTH—PART I 413 


approximated Mandeville’s more closely in the Wealth of Nations than in the 
Moral Sentiments. In 1776 he implied economic behavior to be much less subject 
to the restraining influence of the virtues than he had implied in 1759; and he 
counted in greater measure upon the regulative influence of competition and 
upon the power of the state to safeguard the property and other rights of the 
individual. He observed, of course, a persistence of conflict between rich and 
poor; a tendency on the part of each participant in a trade to take advantage of 
the other; and a frequent lack of coincidence between the interests of some 
classes (especially of persons who were not wage earners or agriculturalists) and 
that of the community.® Yet, as Bittermann has shown, he concluded (though 
perhaps not always with warrant) from empirical study of man’s behavior, that 
“an economic order with a minimum of state action could function as a going 
concern”; and he inferred that “the interests of society, by which he understood 
the interests of the sum of individuals in the group, would be best served by 
permitting each one to pursue his own interest in his own way.’ To this prin- 
ciple he allowed only several minor exceptions. Thus he endorsed fixing a legal 
rate of interest slightly above the market rate ;®* he approved burdening foreign 
trade in so far as this was essential to national defence;® and he described 
retaliation and the gradual (as distinguished from the immediate) introduction 
of freedom of trade to be both justifiable and advantageous under certain condi- 
tions.”° Similarly, on empirical grounds, he opposed continuation of regulated 
and joint-stock companies, many of which had been established in the age of 
mercantilism to carry on foreign commerce; they were unnecessary, inefficient, 
monopolistic, and incapable of carrying on in the face of salutary competition. 
But he allowed the need to grant temporary monopoly in some instances, and he 
approved recourse to a joint-stock company form of organization when the 


” Ibid., pp. 248-50, 460-61, 670, also 147, 154, 158. See also W. R. Scott, Adam Smith As 
Student and Professor, Glasgow, 1937, pp. 111-15, and “Studies Relative to Adam Smith,” 
Proceedings of the British Academy, X XVI, 1940, pp. 250-74; also A. H. Cole, op. cit. In his 
Moral Sentiments Smith discusses the regulative force of propriety, of the desire for approba- 
tion, of various virtues (e.g., justice, beneficence, prudence, etc.), etc. I treat Mandeville’s 
contribution in a paper to appear in the Weltwirtschaftliches Archiv. Smith was in the 
Scottish philosophical tradition. See A. L. Macfie, “The Scottish Tradition In Economic 
Thought,” Scottish Journal of Political Economy, I1, 1955, pp. 81, 91. 

* Op. cit., pp. 487-88, 731-34, also Cropsey, op. cit., pp. 10, 28, and Wealth, pp. 421-23, 466. 
In this work Smith manifests less confidence in the tendency of a stable harmony of interests 
to manifest itself than in his Moral Sentiments (pp. 117-20, 127, 194, 224-26, 263-65) where 
also the individual is commended to his own care. See also Grampp, op. cit., pp. 327-28, 332- 
33. Jacob Viner has shown the somewhat conditional character of Smith’s support of laissez 
faire in Adam Smith 1776-1926, pp. 116-55. See also my “The Problem of Order in Economic 
Affairs,” Southern Economic Journal, XV, 1948, pp. 16-17; and, on Smith’s changing con- 
ception of economic man, Grampp, op. cit., esp. pp. 335-36. 

® Wealth, pp. 339-40. It was not possible by law to make the market rate of interest lower 
than it was (ibid., p. 340) inasmuch as the rate depended upon the supply of “stock,” of which 
money was but one component (ibid., pp. 336-38). 

® Tbid., pp. 429-31. He also approved offsetting taxes upon domestic production by cor- 
responding duties on competing imports (ibid., pp. 431-32). 

* Ibid., pp. 433-37. 
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contemplated undertaking was amenable to routine and hence to company 
management, of relatively great and general utility, and one requiring a large 
capital.” 

Smith approved the state’s “erecting and maintaining” highly advantageous 
public institutions and works, the profit from which “could never repay the 
expence to any individual or small number of individuals.”’ Otherwise these in- 
stitutions would not be established and maintained. He did not, however, bring 
many activities within the scope of this elastic phrasing.” At the same time he 
took it for granted that men would enjoy security of person and property, ever 
essential to economic progress, only so long as defence was adequately provided 
for and justice was effectively and suitably administered.”* By far the greater 
part of the expense of public works “necessary for facilitating Commerce in 
general” (e.g., highways, bridges, canals, harbors, the post-office, and possibly 
even the coinage) could be met out of appropriate tolls or other charges upon 
users, with the balance coming out of local revenue (when benefits were local) 
and otherwise out of general revenue.”* Similarly, except for parish schools which 
might be supported in part out of local revenues, education could best be sup- 
ported by fees and voluntary contributions.” 

In his maxims respecting taxation and in his account of tax incidence Smith 
neglected the impact of taxation upon capital formation.’® But in his discussion 


™ These three conditions were met by only four trades, Smith noted, banking, insurance, 
canals, and water works. See ibid., pp. 691-716, esp. pp. 712-16; also pp. 596 ff. on the fallacy 
that only an exclusive company could assemble sufficient trading capital. Grant of a tempo- 
rary monopoly might be essential to induce a company to undertake the hazards of a venture, 
when its situation was comparable with that of an inventor; but grant of a perpetual 
monopoly hurt consumers and excluded other traders (ibid., p. 712). Even though Smith did 
not assign so important a role to invention and innovation as did Schumpeter, he might have 
developed a somewhat Schumpeterian defense of monopoly, for one gets from his various 
accounts the impression that, in the absence of its support by the state, no monopoly could 
persist. That increasing division of labor might make for monopoly he did not suppose. 
Smith’s analysis of the impact of trading-company monopoly is borne out in one of E. J. 
Hamilton’s penetrating papers in which it is suggested, however, that “without monopoly, 
there probably would have been no European empire in the East before 1800.” See “The 
Role of Monopoly in the Overseas Expansion and Colonial Trade of Europe Before 1800,” 
American Economic Review, XXXVII (2), 1948, p. 53. 

Ibid., p. 681. 

™ Ibid., pp. 170, 670. Though a civilized state was militarily superior to a barbarous state 
(ibid., pp. 658-59, 667, 669), it was not necessarily superior to some other civilized state. When 
discussing the merits of a standing army, Smith indicated (ibid., p. 667) that it might be the 
means of civilizing “a barbarous country”; he pointed to the important part played by Peter 
the Great’s army in executing his regulations for the improvement of Russia. Here Smith’s 
emphasis is upon the army’s role as regulation-enforcer and order-preserver rather than upon 
its modern role of learner, educator, and diffuser of advanced practices. T. E. C. Leslie 
subsequently criticized Smith’s view. See Essays in Political and Moral Philosophy, London, 
1879, chap. 9. 

™ Wealth, pp. 682, 767-68, also 683-90. 

* Ibid., pp. 736-38, 768. 

™ Ibid., pp. 777-858. Adverse consequences of various taxes are noted, however; eg., that a 
tax on profits may cause stock to emigrate (ibid., p. 800); that the French taille checked 
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of public expenditures he indicated that a portion of the revenue gathered as 
taxes was diverted from the private support of “productive” labor, and that, 
were the debt funded, transferrence of revenue from taxed landlords and owners 
of capital to holders of the debt would retard investment in agriculture and 
might cause capital to emigrate.*7 Furthermore, in his account of capital accu- 
mulation, he painted public prodigality as the enemy, though not always the 
victorious enemy, of private parsimony. “The whole, or almost the whole public 
revenue, is in most countries employed in maintaining unproductive hands,” of 
whom many are “unnecessary.” Important also was the waste occasioned by 
military expenditure; “expensive and unnecessary wars” consumed manpower, 
destroyed stock, and prevented accumulation. It was “the highest impertinence 
and presumption, therefore, in kings and ministers ... the greatest spendthrifts 
in the society ...to pretend to watch over the economy of private people.”"* 
It was essential accordingly that public expenditure be held to the necessary 
minimum. 


investment in agriculture (ibid., p. 370). Holland prospered “in spite of” adverse taxes, “not 
by means of them” (p. 433). 

™ Ibid., pp. 879-81. Were debt allowed to accumulate greatly, it would never be paid off in 
undepreciated currency (ibid., p. 882). 

* Ibid., pp. 325, 329. 
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The United State sugar policy has provided the domestic sugar industry 
with some form of subsidy since at least 1890. Even before that time a high 
tariff on sugar existed and no doubt provided some protection, although it was 
considered primarily a revenue tariff.1 The main beneficiaries of the early 
tariffs were the Continental cane producers because a domestic beet industry 
did not develop until after the adoption of a direct policy of subsidization in 
1890.2 In that year the McKinley Act was passed and, although it eliminated the 
tariff on raw sugar, it provided for a bounty of two cents per pound on all do- 
mestically produced sugar. The domestic sugar industry expanded under this 
bounty, but four years later the bounty was removed and from 1894 to 1934 pro- 
tective tariffs which ranged from approximately one cent to two cents per pound 
on raw sugar provided the only protection.* 

In 1934 the first of the present series of sugar acts was passed, and sugar 
has been subjected to more strict controls since that time.® At the present time 
(1958) our sugar policy consists of quotas, tariffs, excise taxes, and direct 
program payments, but the system of quotas forms the keystone of the United 
States sugar policy. The Department of Agriculture sets an overall quota 
which limits the amount of sugar that may be marketed yearly in the United 


* The author wishes to express his acknowledgement of the helpful criticisms he has 
received from Professors Shorey Peterson and Richard Musgrave of the University of 
Michigan, and from Dr. Hans Hirsch of the Sugar Division, United States Department of 
Agriculture. 

* The first tariff on sugar was levied in 1789 and for the next 100 years the sugar duties 
provided approximately one-fifth of the Treasury’s total revenue. In addition, refined 
sugar has been subjected to a higher tariff than raw since 1842, and hence refiners have _ 
been receiving some protection from that date. 

* Hawaiian producers benefited after 1875 when they were granted duty free status. 

*The McKinley Act provided for a tariff of 5 cents per pound on refined sugar and in 
this way continued to protect the sugar refiners. 

*The ad valorem equivalent of these tariffs varied considerably from time to time. Not 
only did changes in the duty influence the ad valorem equivalent, but fluctuations in the 
price of sugar had an even greater impact. Since 1894 the ad valorem equivalent ranged from 
over 215 per cent during 1932 when sugar prices were low and tariffs high, to approximately 
88 per cent during the year 1920 when a sugar inflation occurred. Generally, however, the 
ad valorem equivalent ranged between 25 and 60 per cent, except during and immediately 
after World War I when it was lower and during the late 1920’s and early 1930’s when 
it was higher, until after World War II when the percentage rate declined. Since 1948 the 
ad valorem equivalent has averaged slightly over 9 per cent. 

*The Jones Costigan Act (Public Law No. 213) of May 9, 1934, was the first of the 
present series of sugar acts. This act was followed by the Sugar Act of 1937 (Public Law 
No. 414) of September 1, 1937, and the Sugar Act of 1948 (Public Law No. 388) of August 
8, 1947, which, as amended, is the present sugar legislation. 
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States, and this overall quota is allocated to the various sugar supplying areas. 
In this paper we will quantify the subsidy actually enjoyed by the domestic 
sugar industry and suggest some possible alternative sugar policies. 

The present tariff on Cuban sugar is one-half cent per pound.® The system 
of quotas, however, not the tariff, is the restrictive device. Since this tariff, 
although paid by Cuba, keeps out little, if any, sugar and does not influence 
the price, it is not a subsidy. True it is shifted to Cuba, and this makes it 
slightly less profitable for her to market sugar in the United States than would 
be the case under the present quota system in the absence of tariffs. 

With respect to the direct program payments made to domestic sugar pro- 
ducers and the excise tax on sugar, the analysis is somewhat more complicated. 
The program payments are made to farmers at a rate of $.80 per hundred 
pounds of recoverable sugar content on the first 350 tons of production and are 
progressively lowered to $.30 per hundred pounds on recoverable sugar in 
excess of 30,000 tons. The excise tax, which amounts to one-half cent per 
pound, is collected from the beet processor and cane sugar refiner, and hence 
the amount of subsidy provided by these two factors is dependent upon the 
incidence of this excise tax as well as the dollar amount of the program pay- 
ments. Since the excise tax is levied on all sugar, while program payments are 
made only to domestic producers, the Treasury receives a modest net revenue 
from the sugar legislation. Because of this revenue, spokesmen for the domestic 
industry maintain that it is actually not being subsidized.* They argue that 
the excise tax is not shifted to the consumer, but rather comes out of the profits 
of industry.’ Regardless of the incidence of this excise tax, the domestic in- 
dustry is being subsidized because the program payments to the domestic 
industry are larger than the excise tax on domestically produced sugar, and 
the Treasury’s net income arises from the tax on imported sugar which is 
collected from the seaboard refiners. However, the amount of the actual subsidy 
is dependent upon the incidence of the excise tax. 


I. BURDEN OF THE TAX 


The payments are made to farmers and not to the beet processors or cane 
sugar refiners. Therefore, unless an amount of the tax equal to the program 
payments is shifted back to farmers, they are being subsidized. If farmers are 
being subsidized, then, in most cases, the beet processors and cane sugar re- 


*The law provides for a tariff of one-half cent per pound on Cuban sugar polarizing 
96 degrees and a slightly higher rate on sugar polarizing in excess of 96 degrees. However, 
most Cuban sugar qualifies at the one-half cent per pound rate. The tariff on sugar from 
foreign countries other than Cuba is slightly higher (with the exception of sugar from the 
Philippine Islands which is slightly lower), but since most of the foreign sugar marketed 
in the United States is Cuban Sugar, we can safely conduct our analysis with reference to 
a tariff of one-half cent per pound. 

7See statement by representatives of the sugar industry, U.S. Congress, Senate, To 
Amend and Extend the Sugar Act of 1948, Hearings before the Committee of Finance, 
USS. Senate 84th Cong., 2d Sess., on H.R. 7030, January 16 and 17, 1956 (Washington: Govern- 
ment Printing Office, 1956), p. 134. 

Tbid., p. 135. 


418 ' HAROLD A. WOLF 


finers are also being subsidized. This is so because beet and cane, the main 
input, are now cheaper than they otherwise would be. Several possible theo- 
retical exceptions, however, should be noted. One possible exception in which 
processors and refiners would not receive a subsidy could occur if the tax were 
not shifted at all but came entirely out of their profits. In such a case, the 
manufacturers of sugar might not receive a subsidy because the tax they pay 
would tend to off-set the gain they enjoy from lower beet or cane prices. But 
only if the dollar amounts of the tax and the lower beet or cane prices were 
identical, would the net effect be zero. However, farmers would still be re- 
ceiving subsidies. If part, or all, of the tax were borne by the beet processors 
and cane sugar refiners, and if the reduction in the price of beets and cane 
were less than the portion of the tax borne by the processors and refiners, 
farmers would be receiving subsidies but in part from the manufacturing sector 
of the sugar industry as well as from the public. If, on the other hand, the 
entire subsidy were to manifest itself in the form of lower beet and cane prices, 
the manufacturing sector of the sugar industry would receive the entire sub- 
sidy. This too is unlikely. Although the manufacturing sector of the sugar 
industry no doubt enjoys part of the subsidy it is impossible to quantify the 
dollar amount. However, it is unlikely that the tax incidence is on the proces- 
sors or refiners in the long run because they are not the owners of the com- 
modity fixed in supply. 

The incidence of this excise tax cannot be pin-pointed with great accuracy. 
Generally, an excise tax on a product with a highly inelastic demand, such as 
sugar, is shifted largely to the consumer. However, in the case of sugar, an 
overall quota set by the Department of Agriculture determines the supply. 
With a given demand the Department is able to set the quota so as to influence 
the price, and shift most of the tax foreward to the consumer or backward to 
the grower. Thus the incidence depends upon what assumption is made re- 
garding the overall quota set by the Department of Agriculture. 

The sugar legislation requires the Department to set the overall quota of 
sugar to be marketed in the United States at a level which will provide “such 
supply of sugar as will be consumed at prices which will not be excessive to 
consumers and which will fairly and equitably maintain and protect the wel- 
fare of the domestic sugar industry... .”® If we assume that the Department 
strives to set the supply primarily to meet the needs of the American consumer 
at a price which is not “excessive,” the supply of sugar is determined by the 
quota and is not influenced by the tax. In such a case one could argue that the 
tax is shifted back to the farmer because they are the owners of the commodity 
fixed in supply. 

If, on the other hand, we assume that the Department when it sets the over- 
all quota gives primary consideration to a level which will fairly and equi- 
tably maintain and protect the welfare of the domestic sugar industry and 
does so by consciously or unconsciously setting the supply at a level to protect 


* Public Law No. 388, 80th Cong., Ist Sess., August 8, 1947. “The Sugar Act of 1948,” 
as amended. Sec. 201. 
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the marginal producer, one could argue that the tax is shifted to the consumer. 
In such a case the subsidy would be equal to the program payments. In any 
event, the actual direct subsidy from this score is equal to the program pay- 
ments minus that portion of the excise tax on domestically produced sugar, if 
any, which is shifted to domestic growers. 

In 1934 when the excise tax and the quota system were first imposed, it was 
argued that the tax was not shifted to the consumer but was divided between 
the manufacturer and the grower in the short run, and in the long run shifted 
backward to the grower.'® The price of sugar rose after the quota and tax 
were imposed, but, according to the study cited above, it would have risen by 
an equal amount with the quota alone, and hence the tax was paid by the 
industry. In 1936 when the tax was invalidated for a year by the Supreme 
Court,!! the price of sugar did not fall, and it was argued that the processors 
and growers shared the tax relief immediately but in the long run the windfall 
would have passed completely to the growers.’ According to the above anal- 
ysis, the excise tax re-imposed in 1937 was shifted to the grower within a 
few years. This analysis assumes that the Department gives primary con- 
sideration to the consumer when setting the quota, and thus the direct subsidy 
to the domestic industry is equal to the program payments minus the excise tax. 

On the other hand, one could cite several factors supporting the argument 
that the tax is shifted to the consumer. First, in 1934 when the quota was first 
imposed, one goal of the sugar policy was to raise the price of sugar.’® Second, 
the domestic sugar industry, which is interested in a higher price, is a vocal 
organization and does bring pressure to bear, whereas the consumer who would 
gain from a lower price, is not organized.’* Since the United States price is 
generally above the world price, one could argue that the quota is actually 
set at a level which tends to shift most, if not all, of the tax to the consumer 
and, consequently, the entire program payment becomes a subsidy. However, 
this reasoning is weak because the quota effectively sets the supply. Possible 
deficits in the domestic quota are allotted to Cuba, and hence the overall quota 
is always fulfilled and the price determined by demand. Under a system of 
quotas the price would not change with the imposition or elimination of a 


*US. Treasury Department, An Analysis of the Effects of the Processing Taxes Levied 
Under the Agricultural Adjustment Act (Washington: Government Printing Office, 1937), 
p. 70. 

" United States v Butler, 279 US. 1, 80L ed. 477, 51 S. Ct. 312. 

“ The tax relief was shared in 1936 because beet growers and processors share the pro- 
ceeds from the sale of sugar on a contractually agreed percentage division. (Usually on 
about a 50-50 per cent basis.) When the Supreme Court declared the tax unconstitutional 
in early 1936 the contracts determining the percentage shares for the 1936 crop had already 
been signed. In the following years, if the tax had not been re-imposed, presumably the 
percentage shares would have changed to the growers’ favor giving them the entire wind- 
fall because they are the owners of the commodity fixed in supply. 

*United States Department of Agriculture, Sugar Program (Washington: Government 
Printing Office, 1953), p. 6. : 

“Industrial sugar users, to be sure, are organized and vocal and tend to offset part of 
the pressure generated by the sugar industry. 
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modest excise tax and, consequently, we must conclude that the tax is, in the 
long run, shifted to the grower. Thus the direct subsidy is equal to the program 
payments minus the excise tax on domestic sugar.'® 


Il. COST OF THE SUGAR PROGRAM 


The overall quote,’® which limits the annual amount of sugar which may be 
marketed in the United States, helps to determine the American price, and this 
quota has maintained the United States price above the world price in most 
years since the system of quotas was adopted in 1934.17 The quota has also 
tended to stabilize the United States price, and hence the quota premium 
fluetuates with changes in the world price of sugar. The Cuban quota premium 
has averaged approximately 1.70 cents per pound during the five-year period 
1952-56 and amounts to a subsidy for both domestic and foreign producers. 
Therefore, the total subsidy for domestic producers provided by the sugar 
program consists of the following: (1) the program payments minus that 
portion of the excise tax, if any, shifted to growers, and (2) the domestic quota 
premium.'* 

In 1956, for example, direct program payments to all domestic sugar beet 
and cane growers, including those in insular cane areas, amounted to $64,064,936 
for 4,634,885 tons of sugar. The excise tax on this sugar amounted to about 
$46,348,850. If we assume that the entire tax was shifted back to growers, 
the subsidy from this score amounted to $17,716,086. If, on the other hand, 
we assume that the tax was shifted to the consumer, the subsidy, of course 
becomes the entire $64,064,936. To either of these figures must be added the 
subsidy arising from the quota premium to obtain the total subsidy accruing 
to the domestic sugar industry. In 1956 the subsidy arising from the quota 
premium amounted to about $196,519,124 on all domestically produced sugar 
in that year. Therefore, the total subsidy obtained by the domestic sugar in- 
dustry in 1956 was either $260,584,060 or $214,235,210 depending upon what 
assumption is made regarding the incidence of the excise tax. In 1954, because 
of a higher quota premium the comparable figures were $306,820,856 and 


* The tax could, of course, be raised to the point where a deficit would appear in the 
overall quota and in this way shift part of the tax to the consumer. However, this has not 
been done as yet. 

* Nine million tons in 1956. 

"The difference between the United States price less tariff, freight, and insurance, and 
the world price f.a.s. Cuba is the quota premium enjoyed by foreign sugar producers when 
they sell sugar in the United States market. The tariff must be added back in to get the 
quota premium enjoyed by domestic producers. 

“The subsidy arising because of the quota is slightly less than the quota premium 
because in the absence of quotas and tariffs, the world price would rise slightly and the 
United States price would fall until they were identical except for freight and insurance. 
Thus the actual subsidy from this score is equal to the difference between the quota 
maintained United States price and what the world price would be in the absence of con- 
trols. However, in a free sugar market the major price adjustment would, no doubt, take 
place in the United States, and hence we may take the quota premium as a good ap- 
proximation of the subsidy from this score. 
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$258,210,856, and in 1952 $204,964,630 and $161,594,630. We can also break 
these subsidies down according to the various domestic sugar producing areas. 
Table I summarizes such an area breakdown for the year 1956. 


TABLE I 
PROGRAM PAYMENTS AND QUOTA SUBSIDIES FOR THE DOMESTIC SUGAR INDUSTRY IN 1956 
(py Area) 
S Producti: | 
raw | Excise | Quota Subsidies 
Domestic Beet 1,971,000 $31,688,097 | $11,978,097 $ 83,570,400 
Mainland Cane 561,000 7,330,693 1,720,693 23,786, 400 
Hawaii 1,100,000 10,179, 146 — 820,854 46,640,000 
Puerto Rico 990 , 000 14,700,000 4,800,000 41,976,000 
Virgin Islands 12,885 167,000 38,150 546,324 
Total Domestic Area 4,634, 885 64,064, 936 17,716,086 196,519,124 


* Equal to the direct subsidy payments arising from program payments if we assume the 
entire tax burden is on the consumer. 
Source: Columns one and two, U. 8. Department of Agriculture, Sugar Reports Number 
68 (Washington: Sugar Division, December 1957), pp. 28-29. Columns three and four cal- 
ulated by the author. 


The subsidy granted the domestic sugar producers is not the total cost of 
the sugar program because the system of quotas also provides a subsidy, in 
most years, to foreign producers who market sugar in the United States. In 
1956, approximately 4,202,027 tons of foreign sugar were marketed in the United 
States, which amounted to a quota subsidy of approximately $136,145,675.'" 
From this figure we must subtract the excise tax of one-half cent per pound 
on foreign sugar because if we argue that the excise tax on domestic sugar is 
shifted to domestic growers, a similar argument can be made in the case of 
foreign sugar. With this done, the subsidy to foreign cane growers amounted 
to $94,125,405 in 1956. Most of this, of course, went to Cuba. This figure, to- 
gether with the total domestic subsidy, amounted to $308,360,615 in 1956 and 
is a fair approximation of the total cost of the United States sugar policy in 
that year.*° 

One could take exception to the assertion that the United States sugar policy 
subsidizes Cuba or other foreign countries. If controls were eliminated, the 
quota premium would disappear, but Cuba would recapture part, or perhaps 


* This figure is slightly understated because it refers to the Cuban quota premium. 
Since foreign countries other than Cuba and the Philippines pay a slightly higher tariff, 
their quota premium is slightly less. But these full duty countries supply only a very small 
portion of the foreign sugar marketed in the United States, and sugar from the Philippines 
which enjoys an even lower tariff than Cuban sugar, more than offsets full duty sugar. The 
understatement, however, is small enough to safely ignore. 

” This assumes that the entire excise tax is shifted back to the growers and since this 
may not be the case, we are understating the cost of the sugar program. 
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all, of her loss through greater volume." In such a case the domestic price of 
sugar would fall, and since we may legitimately use the world prike as a bench 
mark, the present difference between the two prices becomes part of the cost 
of the sugar program. But, perhaps the portion of this cost which accrues to 
Cuba should be considered an indemnity, rather than a subsidy, which is paid 
because our system of quotas will not permit her to supply the amount of sugar 
indicated by her cost advantage. 


Ill. THE EFFECT OF ELIMINATING CONTROLS 


In the light of such relatively heavy subsidies, one may properly question 
the present sugar policy. In 1956 the sugar legislation was extended and also 
amended. The amendment made a number of minor provisions to aid the De- 
partment of Agriculture in administering the Sugar Act. The main objective 
of the 1956 Amendment, however, was to open the way for domestic producers 
to participate in the growth of the United States sugar market. The domestic 
areas retained their fixed quota amounting to 4,444,000 short tons, raw value, 
and in addition, received 55 per cent of all United States requirements above 
8,350,000 short tons.2 The law specifically allocated this additional 55 per 
cent as follows: 51.5 per cent of the first 165,000 short tons was apportioned 
to the domestic beet area and 48.5 per cent to the mainland cane area of 
Florida and Louisiana. The next 20,000 tons and 3,000 tons made available 
from the 55 per cent in excess of 8,350,000 short tons were assigned to Puerto 
Rico and the Virgin Islands, respectively. Increases in excess of these 188,000 
short tons were apportioned among all domestic areas on the basis of quotas 
then in effect. 

The new Amendment has resulted in a sharp reduction in Cuba’s share of 
the future growth of the United States market. The major beneficiaries of this 
loss on Cuba’s part were the mainland cane and beet producers. In the future, 
as population grows the domestic quota will grow and the subsidy will in- 
crease.*% 

One possibility worth exploring is the situation which would prevail in a 
completely free sugar market. If the United States removed all controls on 
sugar, the United States price would fall and the world price would rise until 
they were identical.2* This would eliminate many mainland cane and beet 
growers and result in the United States becoming more dependent upon foreign 
eane areas for sugar. Cuba would probably capture most of the United States 
market. The consumer would benefit, at least in the short run, from lower 
prices. Cuban producers would gain a windfall from the excise tax and tariff 


™See infra, pp. 11-12. 

* Public Law No. 645, 84th Cong., 2nd Sess. (May 29, 1956). “To Amend and Extend 

the Sugar Act of 1948.” 

* A rising price level will decrease the subsidy in real terms arising from direct program 
payments unless Congress changes the basic rate of payment. The present basic rate of 
$80 per hundred pounds of recoverable sugar content has not been changed since 1942, 
and hence price level increases since then have lessened somewhat the subsidy in real terms. 

* The United States and the world price would differ slightly due to freight and insurance. 


SUGAR: EXCISE TAXES, TARIFFS, QUOTAS, AND PROGRAM PAYMENTS 423 


reduction, but would lose their quota premium, which in most years is greater. 
Therefore, Cuba would suffer a net loss in the American market unless greater 
volume offset the lower price. In addition, offshore domestic areas would be 
less well off because of the lower price and the loss of their subsidy. 

Such an open United States market would tend to stimulate sugar produc- 
tion greatly in foreign cane areas as they attempted to gain a larger share of 
the United States market. Greater «put would in turn tend to lower the price, 
and if the price fell sufficiently 1. might result in monopolistic agreements. 
Historically, the international sugar market has been plagued with cartels and 
restrictive programs which collapsed from time to time and caused violent 
price fluctuations. Before United States quotas were adopted these price fluctua- 
tions had a tremendous impact on the United States price. 

At the present time (1958) the International Sugar Agreement would no 
doubt attempt to control the amount of sugar marketed in the United States, 
even if the overall quota were removed by Congress. However, the Agreement 
is not without its recalcitrant members and whether the ISA, without the aid 
of the United States, could achieve price stability in either the world or the 
United States market is problematical. It is possible that since the United 
States is the main sugar importing nation, an overall United States quota must 
be maintained by the United States to make the ISA workable. Such an overall 
quota must necessarily be allocated to the various areas to maintain orderly 
marketings. The United States must take the lead in allocating this overall 
quota, but presumably it could do this either through the ISA or independently 
as it now does. A completely free sugar market in the United States, or in the 
world generally, has never existed in this century and probably never will be 
attempted because undoubtedly prices would fall from time to time to the 
point where private monopolistic arrangements would be encouraged. There- 
fore, the problem becomes one of allotting the overall United States quota to 
alternative areas. 

If the present system of quotas were maintained, but all other controls and 
subsidies removed, the price of sugar would not fall although many domestic 
producers would be eliminated. In such a situation Cuba would benefit greatly 
from the tax relief windfall and from increased sales in the United States be- 
cause she gets the deficits which no domestic area can fill. However, the overall 
quota could be increased also, and hence the price reduced to offset all or part 
of any windfall which Cuba received from the excise tax and tariff reduction. 
Thus the consumer would benefit from lower prices, and Cuba from increased 
sales while receiving the same price per ton of sugar. 


IV. CONCLUSIONS 


In light of the above analysis it is apparent that the 1956 sugar legislation 
was unwise from an economic point of view. The pressure to raise the domestic 
quotas stemmed, in part, from tighter acreage limitations necessitated by 
greater yield per acre and greater sugar content of the beets. Another reason 
successful pressure developed to raise the domestic quota in 1956 was because in 
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recent years mechanization and other innovations have made sugar production, 
especially in the beet areas, more profitable relative to competing crops. How- 
ever, the domestic industry still requires subsidies in order to fill its quota and to 
maintain its present size. Indeed, it is the subsidies, together with mechanization 
which seems to have reduced costs on beet farms, that resulted in domestic 
growers filling their quota in recent years. 

If the United States wishes to maintain a domestic industry of a given size, 
quotas are a better method than tariffs for doing this. Theoretically a tariff 
could protect a domestic industry of any desired size, but protection limited 
to a given tariff would subject the United States price of sugar to the same 
fluctuations which exist in the world market, and thus the domestic sugar 
industry would expand and contract with these fluctuations. The result would 
tend to generate pressure to raise the tariff periodically as sugar gluts ap- 
peared on the world market, while pressure to lower them would seldom, if 
ever, appear. This could result in higher sugar prices and greater subsidies in 
the long run than under the present policy of quotas.*> Nevertheless, even 
under a system of quotas, unless the quota allocated to the domestic industry 
is smaller than it now is, subsidies are also required. However, a smaller 
subsidy payment than before mechanization took place is now needed in order 
to maintain a domestic industry of any given size. As mechanization becomes 
more complete, a still smaller subsidy will maintain an industry of any given 
size. Conversely, with a relatively constant subsidy, pressure may develop 
from time to time for a larger domestic quota as mechanization continues to 


make sugar production, especially beet sugar, more attractive relative to com- 
peting crops. 


* The case for tariffs is that competition would exist within the domestic sugar industry 
and the least efficient domestic areas would be squeezed out, whereas this is less likely to 
happen under a system of quotas. For a further note on this see, John D. Black and 
Catherine Corson, Sugar; Produce or Import (New York: Carnegie Endowment for In- 
ternational Peace, 1947). 


INTEREST, VELOCITY, AND PRICE CHANGES 
UNDER HYPERINFLATION! 


SHUN-HSIN CHOU 
University of Pittsburgh 


1. BACKGROUND 


The purpose of this paper is to study possible relationships among the interest 
rate, the velocity of money circulation, and the rate of price change, and to see 
how the existing theories concerning the liquidity function may be used to ex- 
plain the behavior of these factors in the course of the Chinese inflation, which 
occurred during the period 1937-49. 

Since Keynes expounded his liquidity-preference doctrine in 1936, many at- 
tempts have been made to construct the liquidity function from empirical data. 
Among these undertakings, the works of Brown, Kalecki, Warburton, Tobin, 
Khusro, and Latane® are worthy of special note. Broadly speaking, these studies 
may be classified into two catagories. 

The first category consists of those examining relationships between the in- 
terest rate and the amount of ‘idle’ balance held by the public. In all these 
works, a study of the correlation between long-term interest rate and “‘idle”’ 
balance was usually used as a point of departure. The amount of “idle” balance 
of a given year was determined by the difference between total and “active” 
money, Which was in turn determined by dividing (1) the income velocity of the 
most active year when the “idle” balance was assumed to be zero into (2) the 
national income of that year. The liquidity function was then obtained by finding 
the regression line between interest rate (on the vertical axis) and the ‘idle’ 
balance (on the horizontal axis).* 

1 This paper is a part of a broader study of the Chinese inflation, which I have under- 
taken at Columbia University and Center for East Asian Studies of Harvard University 
during the last few years. Thanks are due to Professors Carl 8. Shoup and A. Eckstein for 
their helpful comments. However, I am soleiy responsible for the views expressed in the 
article. 

2See A. J. Brown, ‘Interest, Prices and the Demand Schedule for Idle Money,” in T. 
Wilson and P. W. 8S. Andrews, ed., Oxford Studies in the Price Mechanism (London: Oxford 
University Press, 1952), pp. 31-51; his “Inflation and the Flight from Cash,’’ Yorkshire 
Bulletin of Economic and Social Research, September 1949, pp. 32-42; The Great Inflation, 
1939-1951 (London: Oxford University Press, 1955), Chapter 8; M. Kalecki, Theory of Eco- 
nomic Dynamics (London: George Allen and Unwin, Ltd., 1954), pp. 73-75; C. Warburton, 
“Monetary Theory of Deficit Spending,” The Review of Economics and Statistics, May 
1947, pp. 124-31; and ibid., November 1948, pp. 314-17; A. M. Khusro, ‘‘An Investigation of 
Liquidity Preference,’’ Yorkshire Bulletin of Economic and Social Research, February 1952, 
pp. 1-20; H. A. Latane, “Cash Balances and the Interest Rate—Pragmatic Approach,” 
The Review of Economic Statistics, November 1954, pp. 456-60. 

3 See Brown’s “Interest, Prices and the Demand Schedule for Idle Money,”’ pp. 33-36. 
In many respects, his method for estimating ‘‘idle’’ balance is very similar to that used by 
Angell (See J. W. Angell, Investment and Business Cycles [New York: McGraw-Hill Co., 
1941], Appendix II). 
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Representing empirical studies of this type are the works of A. J. Brown, J. 
_ Tobin and A. M. Khusro. Brown’s early study was made on the basis of British 
data for the period 1919-36.‘ In his controversy with C. Warburton, Tobin® used 
American data for the period 1922-45 to substantiate his argument. The objec- 
tive of Khusro’s study was to construct a schedule of liquidity preference on the 
basis of the British data for the period 1919-48 with various improvements which 
he attempted to make over Brown’s early studies. While the general principle 
of his method is very similar to that of Brown, Khusro used a ‘‘modified”’ pro- 
cedure for studying the relationship between interest and “idle” balance. In- 
stead of relating the interest directly with the balance itself, he used the multiple 
regression equation of interest rate on (1) the ratio of total money supply to the 
liquid asset of the economy and (2) the ratio of national income to the liquid 
assets.® 

The relationship between “‘idle’”’ balance and interest rate was only one of the 
phases of the liquidity function studied by Brown and Khusro. In addition, the 
behavior of the interest rate was also examined in conjunction with the rate of 
changes in commodity prices, the ratio of ‘“‘idle”’ balance to liquidity assets, the 
cost of investment, the tax liability, and the yield of equity investment. In later 
works Brown also discussed at length the relationship between the velocity and 
the rate of price changes with particular reference to conditions prevailing under 
inflation.” While this may not have any direct bearing upon the liquidity function 
as Keynes originally expounded it, the relation between the velocity and the rate 


of changes in commodity prices does constitute an important aspect of the study 
of the liquidity schedule. 

The second type of the liquidity-function study is represented by the work of 
Kalecki and Behrman. Instead of using “idle’’ balance, Kalecki related the 
velocity of circulation to the short-term rate of interest, where the velocity was 
defined as the ratio of the value of transactions to the supply of money (including 


* See his article on “Interest, Prices and the Demand Schedule for Idle Money,’’ pre- 
viously quoted. 

5 J. Tobin, “Liquidity Preference and Monetary Policy,” The Review of Economics and 
Statistics, May 1947, pp. 124-31; and ibid., November 1948, pp. 314-17. 


* That is, 


where i is the interest rate, 
M, and M; represent the amounts of active and ‘‘idle’’ money, respectively; 
M is the total money supply (i.e., M: plus M2); 
A is the total liquid assets in the economy; 
Y represents national income; 
a, b, and bk are regression coefficients; 
and k, or the ratio of bk to b represents the income velocity. 
7 See his “Inflation and Flight from Cash,” and Chapter 8 of his book on The Great In- 
flation, 1939-1951. 
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current bank accounts and notes). The relationship of these two factors, as 
Kalecki observed on the basis of his a priori reasoning, should have a J-shaped 
curve.’ This was “verified” empirically by both the British? and American‘? 
data. 

The Kalecki method has the advantage of avoiding the difficult problem of 
estimating the “‘idle’”’ balance. Despite later refinements, the estimate of such 
balance based on Brown’s maximal velocity method is necessarily arbitrary. 
Graphically, however, Kalecki’s curve is different from the liquidity preference 
schedule as Keynes originally defined it." The method used by Kalecki and 
Behrman in their empirical studies is rather rudimentary. They merely illustrated 
their version of the liquidity function by fitting curves drawn by free hand to 
empirical data; they never put their theory. to rigorous statistical tests as Brown 
and his followers did. Nor did they ever try to bring into their discussion any 
factor other than interest rate and transaction velocity. 

This paper will show that, both on a priori grounds and on the basis of the 
Chinese experience, the first type of liquidity function as conceived by Keynes 
and his followers is more acceptable than the second type which Kalecki and 
his associates advocated. 


2. A PRIORI REASONING 


It is clear from a priori reasoning that, if the Keynesian type of liquidity 
schedule is plotted in a graph, whose vertical axis represents interest rates (or 


their indices), and whose horizontal axis denotes “‘idle”’ balances (or their in- 
dices), the schedule should have a downward slope and a positive curvature 
(or an upward concavity). This is so because it has been generally believed that 
while the demand for “idle” balances would vary inversely as interest rates, 
the changes would not have to be in proportion. The response in the demand 
for “idle” balances to a given change in interest rate tends to be low (or high) 
when the holdings in such balances are large (or small) or interest rates reach a 
low level. 

If our objective were to measure the relationship between interest rate and 
“idle” balance in terms of elasticity, the function y = yr * with 8 > 0 would 
then be the most appropriate to use; for this function can readily be transformed 
into log y = log y — 8 log z, where 8 represents the coefficient of elasticity.” For 
a schedule to have a positive curvature (i.e., an upward concavity), 8 would 
then have to be either positive or less than —1." Since 8, as was previously ex- 
plained, could not have a negative value if the schedule were to have a downward 


® Kalecki, Theory of Economic Dynamics, pp. 73-76. 

Tbid., p. 76. 

10]. N. Behrman, ‘“‘The Short-Term Interest Rate and the Velocity of Circulation,” 
Econometrica, April 1948, pp. 185-90. 

11 See discussions in the following section. 

#2 For the derivations and properties of these functions, see A. Hald, Statistical Theory 
with Engineering Applications (New York: John Wiley & Son, Inc., 1952) pp. 558-64. 

13 If the equation y = yz~* is to have a positive curvature, then d?y/dz? = yzr~*-®)(—8) 
(—8 —'1) > 0. This inequality is true if, and only if, 8 > O ors < —1. 
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slope, we must take the condition 8 > 0 as a sufficient condition for both the 
downward slope and the positive curvature. Schedules satisfying this condition 
are shown in Chart 1. 

If the function y = yz ~ is used as a basis for studying the relationship be- 
tween interest rates and “idle” balances, then the function y = yz* will be a 
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logical basis for studying the Kalecki type (or the J type) of liquidity function 
to be derived from empirical data of interest rate and transaction velocity. The 
schedules representing various elasticities corresponding to those shown in 
Chart 1 are presented in Chart 2." 

In applying the above-mentioned equations to the two types of liquidity func- 
tions, there is one important difference that should be noted. The liquidity 
schedule as conceived by Keynes may be represented by any variant of the 
function y = yx~* with 8 > O, regardless of whether 8 exceeds, equals, or falls 
short of unity; i.e., it can be represented by any of the curves shown in Chart 1. 
The J curve suggested by Kalecki, on the other hand, can be represented only 
by the function y = y2* with 8 > 1, and not by the other schedules shown in 
Chart 2. Kalecki’s concept is therefore much narrower than that conceived by 
Keynes. Whether or not this difference between the mathematical property of 
the J curve and that of the Keynesian schedule is fully understood by Kalecki 
and his followers we do not know. Whatever other advantages the Kalecki ap- 
proach may have, it is clear that to conceive the liquidity function in terms of 
the J curve is likely to result in unnecessarily narrowing the definition of li- 
quidity function and the basis for empirical study. 

With the theoretical background thus clarified, we may now turn to an empiri- 
cal study of the behavior of liquidity functions during the Chinese inflation. 


3. THE CHINESE EXPERIENCE 


In our statistical analysis, the Chinese inflation is divided into three periods: 
1937-45, 1946-48, and 1948-49. The first period covers the war years, extending 
from the outbreak of the Sino-Japanese war to V-J Day. The second period covers 
the immediate postwar years. The third period covers the chaotic months fol- 
lowing the monetary reform in August, 1948, through April, 1949, when Shanghai 
was occupied by the Communists. Because of the drastic political and economic 
changes which occurred in China during the years under consideration, these 
divisions are necessary in order to make our statistical analyses meaningful.!® 

In this section, the following notations will be used: 

812.3 = the regression coefficient of variable 1 on variable 2 
with variable 3 held constant. 


i = short-term interest rate. 
v = transaction velocity. 
b = “idle” balance. 

p’ = the rate of price changes. 


In the miedo that follows, 7, v, b, and p’ will be used in the place of the 
subscripts 1, 2, and 3 to specify the meanings of various §’s.'® 


14 While the coefficient 8 in the formula y = yz~* determines the slopes and curvatures 
of various curves shown in Charts 1 and 2, the constant y indicates the positions of these 
curves in relation to the horizontal axis. An increase (or decrease) in the value of y can 
shift these curves upward (or downward). 

18 Detailed discussions of Chinese inflation are available in my forthcoming book on 
China Under Hyperinflation, 1937-1949. 

16 See tables in this section for illustrations. 
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By computing the regression coefficient of the index of interest rate on the 
index of “idle” balance (or the reciprocal of the transaction velocity), we have 
the following results as shown in Table I. The (82)’s in Table I, as is implied in 
out previous discussion, are the coefficients in the re_ression of interest rate on 
“idle” balance in the equation i = y/ (bw). 


~ TABLE I 
REGRESSION COEFFICIENTS 


Period 1937-45 1946-48 1948-49 


Bis -859* .449* 1.241* 
Bie -399* 1.169* 


NOTE: In this table, the figures marked with ‘‘*”’ are significantly different from zero 
at the one per cent signifance level. The statistical data used in this and the subsequent 
tables are taken from the ¢ pepe appendices of my forthcoming book on China Under 
Hyperinflation, 1937-1949. A*] the coefficients were computed on the basis of month-to- 
month link relatives, or the first difference of the logarithms of the monthly indices. 


It is clear from the result of the ¢ tests that, at the one percent level of signi- 
ficance, all the (8)’s are significantly greater than zero. In other words, our data 
for the three periods have confirmed statistically that the liquidity function con- 
structed on the basis of interest rate and cash balance, as was suggested by 
Keynes, did have a downward trend and a positive curvature. These properties 


of the liquidity functions remain true of the Chine-+ data, despite the disturb- 
“ss, ances arising from hyperinflation. 

The values of the regression coefficients given in Table I, however, do not pro- 
vide conclusive evidence that the elasticity of the interest rate with respect to 
the “idle” balance, necessarily has a value greater than ynity. This is so because 
none of the ’s shown in the above table is significantly greater than unity. 

The (8;,)’s, the regression coefficients of the index of interest rate on that of 
transaction velocity and their ¢ tests were similarly computed. The results are 
also shown in Table I. From them, the following points are clear: 

(i) The (8;,)’s for the second and the third periods are positive, and they differ 
significantly from zero at the one percent level of significance, whereas the coef- 
ficient for the first period satisfies those two conditions at the two percent level 
of significance. These results confirm the rising slope of the curves representing 
the relationship between the index of interest rate (on the vertical axis) and the 
index of transaction velocity (on the horizontal axis) for all three periods, al- 
though the result for the first period (i.e., 1937-45) is less conclusive than that 
for the second or the third period. 

(ii) None of the regression coefficients is significantly larger than unity—a 
condition that should be satisfied if Kalecki’s theory is to be verified. The results 
of our statistical analysis thus reaffirm our early contention that, to be compara- 
ble to the Keynesian liquidity schedule, a functional relation between interest 
rate and transaction velocity should have a rising trend with a positive or nega- 
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tive curvature. Kalecki’s J curve is only one of the cases which satisfy these 
conditions. If, on the other hand, the definition of the interest-velocity relation 
is broadened by waiving the condition of positive curvature, we have then a 
close correspondence between the estimates of the (8)’s and those of the (8;,)’s. 

The relationships between the interest rate and the rate of price change, and 
those between velocity and rate of price change were also studied. Regression 
coefficients representing such relationships are shown in Table II. 


TABLE II 
REGRESSION COEFFICIENTS 


1937-45 


.348* 671 


Bin. .400* | 
| 


NOTE: The coefficients marked by ‘‘*’’ are significantly different from zero at the one 
per cent level and those marked by “‘#”’ are significant at the five per cent level. The un- 
marked coefficients are not significant at five per cent level. 


It is clear from part A of Table II that the rate of price change is positively 
correlated with transaction velocity and is negatively correlated with “idle” 
balance. Virtually all the regression coefficients are significantly different from 
zero, regardless of whether the regression is one of velocity or ‘idle’ balance on 
the rate of price change, or is one of the rate of price change on velocity or ‘‘idle” 
balance. The only exception to this observation is the 3,» for 1948-49, which 
even at the five percent level of significance, does not differ significantly from zero. 
_ Relationships between the interest rate and the rate of price changes, however, 
are not as conclusive as those mentioned above. As shown in Table II, the 8,,, 
and of 1948-49, the of 1937-45, and the 8,,; of 1946-48 are significantly 
different from zero at the one percent level. The 8;,, of 1946-48 is significant only 
at the five percent level. The 8,,; of 1937-45 is not significant even at the five 
percent level. The lack of correlation between the interest rate and price changes 
during the initial stages of the Chinese inflation may be attributed to the ‘‘cheap 
money”’ policy which the Chinese government banks adopted during those years 
despite rising prices. This credit policy prevented interest rates in the open 


Period | 1946-48 | 1948-49 
Part A 
Bop’ 1.590* 1.102* 1.032 
525* 
rats ~1.540* —1.098* .993* 
—.505* | —.315* — .908* 
969" | 565 # 1.284" 
Bors 373 | 592* | 
Part B 
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market from rising as fast as China’s commodity prices. When the “cheap money” 
policy was abandoned during the later part of the inflation, the association be- 
tween the interest rate and the rate of price change also increased. 

We shall next examine the behavior of the liquidity function by considering 
simultaneously (a) the relationships among interest rate, “idle’’ balance, and 
the rate of price change, and (b) the relationships among velocity, interest rate, 
and the rate of price change. In these multiple regression analyses, the interest 
rate is usually taken as the dependent variable, whereas the rate of price change, 
the velocity, and/or “idle” balance are considered as independent variables. The 
results of our study are shown in part B of Table II, from which the following 
observations may be derived: 

(1) Of the twelve regression coefficients listed in part B of Table II only the 
(8a and (8, for 1937-45 and 1946-48 have significant non-zero values 
at the one percent level of significance. The (8;,-»)’s for 1937-45 and 1948-49 
are significantly different from zero at the five percent level. As is expected, all 
the significant (8% »-)’s are negative, whereas the significant (8;, _,-)’s and (8,,-»)’s 
have positive values. 

(2) There is no conclusive evidence that any of the above-mentioned coef- 
ficients has a value going beyond either the positive or the negative unity level. 
Using the zero point rather than the unity levels as our criterion, we have a 
close correspondence between the results derived from the interest-cash balance 
approach [as indicated by the (8.,-)’s] and those from the interest-velocity 
approach [as indicated by the (8,,.,-)’s]. Such a correspondence, however, would 
not be possible if Kalecki’s version of the interest-velocity relation were used; 
none of the significant (3;,.,-)’s listed in part B of Table 2 has a value signi- 
ficantly greater than +1. 

(3) With the exception of (8;,-»), none of the other multiple regression coef- 
ficients of 1948-49 is significant. This phenomenon may be explained by the ac- 
celeration of inflation, which made China’s economic conditions during 1948-49 
less stable than they had been in the early periods. This lack of stability made it 
rather difficult to construct any meaningful liquidity schedule. 

(4) The (8;,-»)’s for 1937-45 and 1948-49 are significantly different from zero 
at the five percent level of significance, but for the period 1947-48 the coefficient 
does not have a significant non-zero value. These results correspond roughly 
to those obtained for the (8;,-)’s shown in part A of Table 2. No conclusive ob- 
servation can be made in conjunction with (8;,-.,)’s because of the lack of signi- 
ficant non-zero values. 

(5) As a whole, the effect of price changes upon interest during the Chinese 
inflation’ was less conclusive than that of “idle” balance or velocity. 

The rates of price change used in our previous discussions were represented by 
the ratio of the price index of the current period to the index of the previous 
period. In order to determine whether or not the anticpated future price move- 
ments have any more bearing upon the liquidity schedule than those in the past, 
similar regression analyses were made with reference to the ratio of the price 
index of the following period to that of the current period. The results thus ob- 


INTEREST, VELOCITY, AND PRICE CHANGES 433 


tained are even less conclusive than those obtained from the ratio of the current 
price index to that of the previous period. 

All the conclusions reached up to this point assume the propriety of the mathe- 
matical equations on the basis of which our regression coefficients were computed. 
We therefore examined whether or not this assumption is justifiable. For this 
purpose, the ratios of the mean square successive difference to the variance of 
deviations from regression lines were computed.” The results show that all the 
regression equations are satisfactorily fitted to empirical data, because none of 
these regression functions has an excessively large deviation between the esti- 
mated and the observed data. 


4. CONCLUSION 


From previous discussions, it is evident that Kalecki’s version of the liquidity 
function has a narrower basis than the liquidity function as expounded by Keynes. 
Results of various statistical studies show that the Chinese experience during the 
inflation substantiates Keynes’s version of the liquidity function, but not that 
of Kalecki. These results seem to indicate that some modification in Kalecki’s 
theory would have to be made if it were to be comparable to that of Keynes. 

Results of our simple regression analyses show significant association between 
the rate of price change and the velocity or “idle” balance. The association be- 
tween the interest and the rate of price change is more conspicuous during the 
later stage of the inflation than it was in the early years. In general, however, 
the association between these two factors is not as close as that between the veloc- 
ity (or “idle” baiance) and the rate of price change. 

As a whole, results obtained from our multiple regression analyses are much 
less conclusive than those derived from the simple regression analyses. This is 
especially true of the studies for the later stage of the Chinese inflation, when 
economic conditions became increasingly unstable. 

17 B. 1. Hart and J. von Neumann, ‘Tabulation of the Probabilities for the Ratio of the 
Mean Square Successive Difference to the Variance,’’ Annals of Math. Stat., 1942, pp. 207- 
214. 
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1. Introduction 


No government is entirely free to follow whatever tax policies it wills with- 
out reference to the views of the governed. Likewise, no government can deter- 
mine its tax policies in complete disregard of the policies of other governments. 
Freedom to tax is most limited in customs unions, and particularly in federal 
unions, whose members lack the economic weapons necessary to counteract the 
effects of tax disparity. What are the limits of tax autonomy possible for state 
governments? What tax rate disparity will cause an equivalent migration of 
the tax base to the low-tax jurisdiction? The problem is not exclusively an 
economic one, for the state must contend with the protests of businessmen at 
impending tax increases. 

An approach toward evaluating some effects of tax disparity is suggested 
which can take into account new conditions which may eventually invalidate 
the specific conclusions of any empirical investigation. This approach must 
consider, first, the economic and psychological effects of various taxes on the 
taxpayer; second, the methods of avoiding the tax available to him; and third, 
his willingness and ability to avoid tax payment by shifting the tax base to a 
low-tax jurisdiction; in brief, the conditions for migration of the tax object. 
The effects of tax differences in shifting economic activity to areas with lower 
taxes impose limits on the taxing authority’s power to shape tax structure and 
set tax rates—economic limits through decline in tax revenue, and political 
limits through the opposition of those hurt by the migration of economic ac- 
tivity. 

Over-all tax burdens in different states are difficult to compare. Tax struc- 
tures and tax bases vary; tax shifting and incidence can be estimated only 
roughly. The burden of taxes is in large measure subjective, depending on the 
taxpayer’s awareness of the tax and his attitude toward paying it. The burden 
of taxation also depends upon the disposition of tax revenues: upon value 
received for taxes paid, itself a matter of taxpayer awareness of benefits re- 
ceived and his valuation of these benefits. The fears of business are not aroused 
by some moderate differential in over-all tax burdens between states but by 
appreciable, easily noted differences in specific taxes. Differences in specific 
taxes can be measured much less equivocally than differences in general tax 
levels; their consequences are more limited in scope and more readily predict- 
able; they are not counterbalanced by benefits received from expenditure of 
tax revenue. Businessmen are concerned with the tax structure as it affects 
them, not with some average level of taxation. Large disparities in tax struc- 
ture are compatible with approximate equality in over-all tax burdens. 

Migration of economic activity can only occur if taxpayers (in the economic 
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rather than the legal sense) are aware of their burden. Initiative must come 
from those who bear the tax burden and cannot shift it. Migration can occur 
then only if the tax burden differential exceeds the cost of migration of the 
tax object. 

The effects of commodity tax disparities are quite different from those of 
business tax and personal income tax disparities. The effects are more marked 
and much prompter; on both counts they are more easily measurable and more 
widely noted. The retail purchaser, who usually pays the tax, can avoid it 
immediately by shifting his purchases across the tax border, to the loss of the 
domestic merchant and the state treasury. Avoidance of the personal income 
tax requires in most cases not only a change of residence buu also a change 
of jobs. Avoidance of corporate income and other business taxes means a costly 
relocation and usually some change in markets and sources of supply as well 
as in personnel. The migration effects of personal income and business taxes 
will therefore be slow in taking place, and will only occur if the differential is 
expected to last for many years. 

These three types of tax also differ in the spatial distribution of their effects. 
Migration of sales due to commodity tax disparities are heavily concentrated 
near the tax border. Tax-induced migration of individuals and businesses on 
the other hand comes from the entire high-tax area and is directed to the 
entire low-tax area; concentration of origin or destination is largely guided by 
criteria other than proximity to the tax border. Commodity, personal income, 
and business taxes differ in yet another significant respect. Avoidance of com- 
modity taxes by the retail buyer through migration of purchases entails little 
or no loss of the benefits received from government expenditures of tax revenues. 


2. Past Experience With Sales Taxes 


Measurement of the effects of a commodity tax difference between states is 
simplest at the time the differential is first imposed. Sales of the taxed goods 
in each state just before and just after the tax differential is imposed can be 
compared with reasonable assurance that the tax itself is the main cause of 
changes in relative sales. The effects of a general sales tax can be measured 
with more accuracy than those of an excise tax because the general tax leaves 
little scope for shifting to untaxed substitutes’ as an alternative to shifting 
purchases of the taxed items to low-tax states. The low rate of the tax and its 
broad base minimizes the absolute reduction of purchases and shifts to close 
substitutes, which occur in addition to migration to low-tax states. The follow- 
ing analysis will concentrate therefore on the migration effect of retail sales 
tax differentials. 

The most comprehensive attempt to measure the effects of sales tax dif- 
ferentials between states on the volume of sales is the work of Haig and Shoup! 
in 1933. Their questionnaire survey covered the states of New York, Illinois, 
and Michigan. The tax rate in New York state was only one percent, with 


*R. M. Haig and C. Shoup, The Sales Taz in the American States (New York: Columbia 
University Press, 1934). 
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exemptions leaving many smaller stores virtually untaxed. Most stores did 
not pass the tax on to the consumer. It is not surprising therefore that only 2 
percent of the retailers interviewed stated that they lost business to out-of- 
state firms on account of the tax. The evidence for interstate migration of 
sales was much more conclusive for Illinois, which had a 2 percent tax and, 
for a six-week period in 1933, a 3 percent tax. About 22 percent of the retailers 
in Moline and Rock Island reported loss of business as a result of the 2 percent 
tax (even though only 18 percent of retailers passed the tax to the consumer), 
and over half reported loss of sales as a result of the 3 percent tax (which 
was shifted to the consumer by 62 percent of the retailers). One-third of those 
reporting loss in the case of the lower rate, and one-half in the case of the 
higher rate, attributed their loss to out-of-state firms. (Very few Chicago re- 
tailers, by contrast, reported loss of sales to out-of-state firms under either 
tax rate.) The worst losers were dealers in new and used cars, and department 
stores. Losses to out-of-state firms were confirmed by a survey in Davenport, 
lowa. The following types of stores reported gains as a result of the 3 percent 
tax in Lllinois: clothing, department stores, furniture, groceries, shoes, hard- 
ware, womens apparel, musical instruments, and radios. Very few stores re- 
ported gains under the 2 percent tax. In Michigan, with a 3 percent tax, nearly 
all retailers questioned in Detroit and Monroe shifted the tax to the purchaser. 
One-third of the retailers reported loss of sales as a result of the tax. 

A report by the North Dakota Tax Survey Commission? describes the reac- 
tions of 920 households in the border towns of Fargo and Grand Forks to a 
2 percent sales tax imposed in 1935. Six percent of the households reported 
shopping in Minnesota, or making orders large enough to justify delivery by 
Minnesota merchants. About 85 percent of the out-of-state purchases resulting 
from the tax were made in nearby Moorhead and East Grand Forks, Minne- 
sota. About 24 percent of the total food business was shifted out of the state. 
Other goods affected slightly were furniture, high-priced electrical equipment, 
clothing, hardware, paint, and motor oil. 

H. P. Warhurst* attempted to determine statistically the effect of sales taxes 
on the growth of retail sales during the period 1933-1935. He concluded that 
sales taxes definitely did retard the growth of sales in counties of tax-levying 
states bordering states with no tax or lower rates. In 16 out of 20 border studies, 
sales increased more in counties on the untaxed side of the border than on the 
taxed side; the four apparent exceptions could be explained as special cases. 

Kimmel* states that most retailers answering questionnaires claimed that 
the sales tax had not affected their sales. Of the minority claiming some loss 
of sales, only one-fourth attributed them to purchases in other tax areas. Kim- 


* North Dakota Tax Survey Commission, North Dakota’s Tax System and Its Admin- 
istration, Report No. 7 (Fargo, North Dakota, 1936), p. 108. 

*US. Department of Commerce, H. P. Warhurst, “The Effect of General Sales Tax 
Levies on Retail Sales Increase, 1933-1935,” Domestic Commerce, April 10, 1937, 19, pp. 
222-224. 

*L. H. Kimmell, Tazes and Economic Incentives (Washington: Brookings Institute, 1950), 
pp. 136-138. 
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mel concludes: “The redistributive effect is generally of major importance 
only in cities and towns with trading areas embracing part of a sales tax state 
and portions of one or more states not employing this form of taxation.’’® 

Perhaps the most clear-cut illustration of tax-induced sales migration is that 
reported for the New York metropolitan area department store sales in 1934 
and 1935 by Bloomfield® and Sweitzer’ respectively. A 2 percent sales tax went 
into effect in New York City on December 8, 1934. During the preceding week 
sales in New York had been 17 percent higher, and in northern New Jersey 
8 percent higher, than in the corresponding period in 1933. In the thirteen 
shopping days following imposition of the tax, sales in New York were only 
1.4 percent above the previous year, whereas sales in New Jersey were up 9.4 
percent. Parcel deliveries from New York stores to out-of-town addresses (not 
subject to tax) increased 15 per cent in the four weeks following December 8th. 

A 2 percent sales tax became effective in New Jersey in July 1935 and was 
repealed in October of the same year. After imposition of the tax, sales in 
New Jersey stores (mainly department stores) close to New York showed no 
change over the same period in the preceding year; New York sales rose 13 
percent. In August, sales in New York were the same as in July, but sales in 
New Jersey were down 9 percent. In November, after repeal of the tax, sales 
in New Jersey were up 9 percent from the previous year, whereas New York 
sales were up only 4 percent. 

If sales taxes were the main differential effect on New York and New Jersey 
sales, as seems most likely, the above data imply that sales migration is highly 
sensitive to tax rate changes. The data refer however to a unique context: the 
New York metropolitan area, in the depression years 1934 and 1935. 

Some common general conclusions can be drawn from these studies: (1) A 
2 percent general sales tax differential does cause appreciable loss of busi- 
ness to border trading centers subject to the higher tax, and appreciable gain 
to border trading centers subject to the lower tax. (2) The loss is greatest 
on items of high unit value and (what is largely the same thing) items bought 
infrequently; items therefore for which the absolute tax cost is large and the 
ratio of tax saving to transport cost is high. Loss, by type of store, is 
greatest for stores selling such items with high unit price (especially auto- 
mobiles) and stores selling a wide range of products, so that a customer can 
save on transport time and cost by diversifying his purchases on a single shop- 
ping trip. (3) Stores most prone to absorb the tax are those which generally 
are most likely to lose sales through migration. (4) Tax absorption by re- 
tailers whose sales are most likely to suffer as a result of tax differen- 
tials, and varying degrees of tax awareness, preclude the use of actual changes 
in sales as a precise measure of spatial substitutability, when the tax is in- 
cluded in the price (but these are not serious obstacles to measurement when 


Ibid., p. 138. 

*D. Bloomfield, “The Fallacy of the Sales Tax,” The Tax Magazine, October 1935, 13, 
pp. 593-4, and 624-5. 

7C. E. Sweitzer, “Does the Retail Sales Tax Affect Sales?” Tax Policy, March 1936, 
III, p. 8. 
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the tax is explicitly added to the price and collected from the customer). 
(5) The extent of sales migration tends to diminish with time, being greatest 
inmediately after the imposition of the tax. (6) Sales migration is limited 
almost exclusively to border trading areas. 

Although studies on the effects of commodity tax disparity provide little 
direct evidence for the conclusion most important to local governments—that 
the effects are limited almost exclusively to border trading areas—indirect 
evidence will be offered on the characteristics of trade areas and on the shop- 
ping habits of retail consumers from which this conclusion can be inferred, even 
for disparities substantially larger than now experienced. 

If sales migration is the consequence of price differentials resulting from 
tax differentials, why not then examine the evidence on price differentials 
as such, whether or not tax-induced, and their effects on migration? The 
large literature on monopolistic competition, emphasizing the importance 
of non-price considerations in the consumer’s decision to buy, becomes rele- 
vant and throws its weight on the negative side: tax differentials have 
little tendency to induce migration of sales. If price differentials, based 
on product differentiation, can persist within a trade area, and even within 
a store, it seems unlikely that they would be intolerable between trade areas. | 
But price differentials can be assumed to result from tax differentials only 
if prices before or without tax are believed to be the same in both areas: 
list prices, or stable prices for staples. 

Even in the absence of consumer preferences, persistence of price dif- 


ferentials between nearby trade centers is not evidence of consumer toleration. 
Nearly all consumers know what the tax is, whereas consumer knowledge of 
prices and price differentials even in their own trade areas is limited, and on 
other trade areas is almost nil. This is not surprising; prices are many and 
changing; the tax is a single charge on many commodities. 


3. Sales Migration and Distance 

If a two percent differential causes measurable, but negligible migration 
between adjacent trade areas, what would be the effects were the disparity not 
2 but 6 or 8 percent? This question cannot be answered definitively for lack 
of experience with large disparities. Analytically it is not one question but 
two: what effects would successively higher disparities have on sales migra- 
tion between adjacent trade areas, and how far away (in terms of miles or 
trade areas) would the measurable but negligible effects of these successively 
higher disparities be felt? The first question refers to a constant distance, 
and therefore to a constant cost per trip both in terms of money and in terms 
of time and effort; the second refers to successively greater costs of sales 
migration both in terms of money and in terms of time and effort. 

Are the maximum distances of sales migration proportional, or less than 
proportional, to the tax differential (above a “threshold” of migration rate 
of around 2 percent)? Distances of migration are discrete and limited in 
number; only to a small extent is it possible to shift purchases from a 
sizeable town or city to nearby small towns; sales migration in any volume 
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must be to towns of substantial size, which are some considerable distance 
removed. The limits of a town’s economic area are set by the spacing of 
nearby towns with comparable or superior facilities. For most transactions 
subject to a retail sales tax the trade area of a town is quite limited, of 
the order of ten or fifteen miles in radius except for very large cities or 
in very sparsely settled areas. The division of trading space between any 
two nearby towns is given approximately by Converse’s formula 


D 8 


Pa’ 
1+ 4/78 


This formula tells us the distance from town B to its trade area boundary 
with town A. Pa and Pb are the populations of towns A and B respectively; 
D is the distance between towns A and B. 

All parts of the trade area are not of equal importance either to the 
trading center or to the taxing authority. The great bulk of customers in 
any normal trading area live and work in close proximity to the trading 
center,” and for them the increased distance travelled to save on the tax is 
approximately the distance between trading centers. A second factor minimizing 
the importance of outlying parts of the trade area is the fact that people 
living or working toward the periphery of the trade area do not all purchase 
at the trade center, and even those who do will make many purchases locally. 

Money costs of sales migration for the retail purchaser are at least pro- 
portional to the distance travelled. The longer the trip, the more likely 
that its money costs will be fully and explicitly considered and subtracted 
from the tax savings in reaching the decision to migrate. Therefore, on the 
criterion of money costs alone, the maximum distance of migration probably 
increases less than in proportion to the tax differential. For some indi- 
viduals, money costs are the sole determinant of the decision to migrate; 
for others, a minor determinant. But for all the subjective costs of the 
time and effort spent increase more than in proportion to the distance 
travelled, reducing time for increasingly valuable alternative uses of leisure, 
and possibly rise at an increasing rate, ultimately encroaching on work time 
and work income. The influence of subjective costs tends to make the maximum 
distance of migration much less than proportional to the tax differential. 

A third factor discouraging migration to avoid a tax is the decrease of 
information with distance. Zipf, in a study of newspaper items, concludes that 
the amount of information about a place varies inversely with the square of 
the distance from it.’° The information relevant here, of stores, stocks, serv- 


*P. D. Converse, “Factors Determining Retail Shopping Preferences,” Dun’s Review, 
August 1947, 61, pp. 21-23. 

*C. Clark, “Urban Population Densities,” Journal of the Royal Statistical Society, 1951, 
CXIV, pp. 490-496; G. K. Zipf, Human Behavior and the Principle of Least Effort 
(Cambridge: Addison-Wesley Press, 1949), p. 387 ff. 

©G. K. Zipf, Human Behavior ..., op. cit.; Zipf, “Some Determinants of the Circula- 
tion of Information,” American Journal of Psychology, July 1946, LIX, pp. 404 ff. 
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ices, prices, sales in another trade center, although not identical with news- 
paper items, is so similar that one can in the,absence of evidence to the 
contrary expect a similar rate of decline of information with distance. A 
fourth factor deterrent to migration shows no regular deciine with increasing 
distance: the goodwill of local stores reflected in established shopping hab- 
its. Migration of purchases may entail breach of habit and sacrifice of mu- 
tually satisfactory commercial relations whether the migrant goes a short dis- 
tance or a long way to avoid the tax. 

There is indirect evidence that transport costs, in time and money, do 
limit recurrent shopping trips to a radius of around 20 miles from home or 
workplace and would preclude any considerable expansion of this radius to take 
advantage of tax differentials. The relation between recurrent transport 
costs and incomes has been more fully examined for trips to work than for 
shopping trips. In general there is a positive correlation bétween household 
income and commuting costs.'' Liepmann, in a study of Greater London, finds 
that commuting costs are related to the family budget rather than to the in- 
dividual budget. She finds also that the restrictive influence of transport costs 
on job location is much weaker for secondary earners in a household, partic- 
ularly for juveniles, than it is for primary earners.’* A positive correlation has 
also been found to obtain between income and length of trip between home and 
workplace.'* This relation may be independent of that between income and 
commuting costs; distance can also be expressed in terms of travel time. 
Whereas travel time varies continuously with distance, costs for users of public 
carriers do not, and usually remain constant for considerable ranges of travel 
time. 

The correlation between income and travel cost and time is evident-in the 
geography of large cities; highest job density is found in and around the cen- 
tral business district. The employment center is surrounded by a densely 
built-up residential inner belt of substandard housing inhabited by people 
of low income. Income, rents, and transport costs all go up regularly toward 
the periphery to the suburban belt of high-income residential areas. Beyond 
this belt is often found, inconveniently distant from the center of employment, 
a series of low-income suburbs, whose residents find that the higher money 
and time cost of commuting to the city center is just counteracted by lower 


“D. Cochrane, “Travelling to Work,” Economic Record, December 1943, XXII, pp. 
210-212; L. F. Schnore, “The Separation of Home and Work: A Problem for Human 
Ecology,” Social Forces, May 1954, 32, pp. 341-343; K. K. Liepmann, The Journey to Work 
(London: Kegan Paul, Trench, Trubner & Co., 1944), pp. 39-40, 47. 

* Liepmann, op. cit., pp. 39-40. 

*B. Duncan, “Factors in Work-Residence Separation: Wage and Salary Workers, 
Chicago, 1951,” American Sociological Review, February 1956, 21, pp. 49-50; H. S. Parnes, 
A Study in the Dynamics of Local Labor Force Expansion (Columbus: The Ohio State 
University Research Foundation, 1951), pp. 174, 178; J. H. Thompson, Labor Market 
Areas for Manufacturing Plants in West Virginia (Morgantown: West Virginia University 
Business and Economic Studies, December 1955, Vol. 4), pp. 6, 23. The last two writers relate 
distance to wage rates rather than to family income. 
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land and housing costs. Residents in these distant suburbs occasionally have 
secondary local sources of income, such as part-time farming. Causal relations 
between the residential pattern and the transport cost-income correlation are 
complex and certainly not unidirectional. However, “...the ability to pay 
transport costs to and from centers of activity appears to be one of the most 
critical selective factors in the centrifugal shift of our decentralizing urban 
population.”"* Evidence other than correlations between income and length of 
home-work trip (which has determinants other than income), include the 
considerable increase in ride-sharing with length of trip.’® 

The length of shopping-goods trips also shows a positive correlation with 
household income. This is not surprising, inasmuch as the most shopping except 
for convenience goods is still done in central business districts, which are 
also centers of employment, and since most shopping trips originate at home. 
The average length of shopping-goods trips is less than that of job commuting 
trips; some shopping trips originate at the workplace, and others originating 
at home terminate at a nearby shopping center rather than in the central busi- 
ness district. The relation between income and home-workplace separation is 
determinant, and the relation between income and length of shopping-goods 
trips is derivative. The deterrent effect of distance is revealed in a de- 
cline in frequency of shopping trips downtown with increasing distance of resi- 
dence from downtown, even though the total number of shopping-goods trips 
increases.'® The geographical distribution of various types of retail stores, 
and in particular the suburbanization of sales in close pursuit of the subur- 
banization of residence, reflect consumers’ unwillingness to travel long distances 
to buy various types of goods and services. 

Finally, we have some evidence that most people are unwilling to spend 
more than an hour each way in commuting to work.'* There are considerable 
differences in mobility; the single, the young, the inexperienced are most 
willing to undertake long daily trips or to commute on a weekly rather than 
daily basis.1* Time is more important than distance in limiting the commuting 
radius. Substantial wage differentials are required to persuade workers to 


“Eg., L. F. Schnore, op. cit., pp. 341-343. 

* Tbid., pp. 340-341; T. M. Matson, War Worker Transportation (Institute of Traffic 
Engineers, 1943), p. 16. 

* National Acaderhy of Sciences, National Research Council, Shopping Habits and Travel 
Patterns (Highway Research Board Special Report 11-B) (Washington, D.C., 1955), p. 8. 

* Although one hour is the most commonly mentioned maximum commuting time one- 
way acceptable to appreciable numbers of workers (e.g., Matson, op. cit., p. 34), a number 
of writers estimate maximum time as one hour to one and a half hours, e.g., J. H. Thomp- 
son, op. cit., p. 3; A. H. Hawley, Human Ecology (The Ronald Press, New, York, 1950), 
p. ‘253; and R. L. Bunting, “Commuting and Wage-Relatedness,” Southern Economic 
Journal, Jan. 1956, XXII, p. 371. 

* Liepmann, op. cit., p. 40; Parnes, op. cit., p. 171; R. E. Dickinson, “The Geography 
of Commuting: The Netherlands and Belgium,” Geographical Review, October 1957, LVII, 
pp. 537-538. The evidence is more abundant for other forms of mobility: residential, oc- 
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accept longer commuting trips.’® Unfortunately, wage data are not avail- 
able which would pegmit a rough calculation of the exchange rate between 
commuting time and increments in pay, particularly as pay differentials re- 
quired to assure _— extensive labor market apply to those who 
live nearby as welf as those who live far away, and inasmuch as intervening 
employment opportunities are usually quite inadequate. A more fruitful ap- 
proach to measufing the exchange between time and pay may be the overtime 
rate required to elicit various amounts of overtime from a given worker, and 
from a givgh labor force. It is clear that the required rate for given 
amounts of overtime depends in part on the individual’s income for a normal 
working wéek. In most kinds of work, time spent in commuting and time spent 
in working are not indifferent alternatives, but there may be exceptions. 

Information on actual length of shopping and work commuting trips in re- 
lation to income does not answer the really significant question: how far 
would people be willing to travel to save on a substantial sales tax differential? 
There is evidence that the well-to-do are willing to travel longer distances to 
do their shopping than the not so well off.*° Reilly’s study of charge ac- 
counts demonstrated that the higher the income group, the larger the size of 
the city which is able to retain its custom and, by inference, the farther it 
is willing to go for shopping.*! The inability of small towns to retain the 
custom of their wealthier residents is attributable to the importance of fashion 
goods and a large and varied selection in the budgets of the wealthy, not to 
their ability to pay high transport costs. The latter is a contributory but 
not a causative factor. 

Fashion goods, for which people are willing to travel the longest distance, 
are precisely the goods whose prices are most difficult to compare between 
trade areas, and whose purchase is least based on the price criterion alone. 
Conversely, convenience goods, whose prices are most easily compared between 
trade areas, are never purchased far from home or workplace except as a by- 
product of a fashion goods shopping trip.** (The term fashion goods is less 
inclusive than shopping goods, which also include “service” goods, particularly 


*J. D. Carroll, Jr., “Some Aspects of the Home-Work Relationships of Industrial 
Workers,” Land Economics, November 1949, XXV, p. 422. W. Goldner, in “Spatial and 
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his normal preference area. Goldner suggests that pay scales of large firms and wage 
structures of cities of over 200,000 population reflect the conflict between workers’ preference 
areas and the residential limitations of urban space, which compel some workers to exceed 
their normal commuting limit. 

*R. Dewey, “Peripheral Expansion in Milwaulkee County,” American Journal of So- 
ciology, September 1948, LIV, p. 121; C. T. Jonassen, Downtown Versus Suburban Shop- 
ping (The Ohio State University Bureau of Business Research Special Bulletin No. X-58, 
1953), p. 60. 

™W. J. Reilly, “Methods for the Study of Retail Relationships,” (University of Texas, 
Bureau of Business Research, Research Monograph No. 4, 1929), pp. 7, 9, 20, 40. 

=D. L. Foley, “The Use of Local Facilities in a Metropolis,” American Journal of So- 
ciology, November 1950, LVI, pp. 238-246. 
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high unit price household equipment.) Converse estimates that only one-fifth 
or one-sixth of purchases are true fashion goods and, allowing for the fact 
that some convenience goods are also bought on fashion-goods shopping trips, 
that only one-foufth to one-third of total retail trade is mobile.2* 

Costs for shopping-goods trips increase with distance as rapidly as for 
commuting trips, and possibly more rapidly if by private car insofar as there 
is less cost-sharing. As long as shopping trips are frequent, enormous sales 
tax disparities would be required in order to have the same effect on incomes 
as do existing wage disparities. The same income effects do not have identical 
effects on willingness to incur transport costs, however, because the public is 
better informed on tax disparities than on wage disparities. 

Only a radical reduction in shopping frequency, with concomitant increase 
in the amount spent per trip, could make the range of the shopping-goods trip 
substantially greater than the range of the commuting trip. Such a change in 
shopping habits would entail a revolution in household planning and possibly a 
redistribution of the inventory function between households and retail outlets. 

Of the various determinants of migration responses to a tax differential, 
then, one, the breach of habit and sacrifice of goodwill, is not related to dis- 
tance of migration. Another, objective transport cost, is roughly proportional 
to distance (discontinuities in rate structures of public carriers provide ex- 
ceptions). The others, subjective sacrifice of time and effort and amount of 
information, respectively increase progressively and decrease progressively 
with distance. Maximum distance of migration therefore increases less than 
proportionately to the tax differential. The tax differentials which would 
cause the same shift of purchases to trade areas once, twice, or thrice removed 
from the original area of purchase which a 2 percent differential causes be- 
tween adjacent trade areas lie somewhat between proportional rates of 4, 6 and 
8 percent and the squared rates of 8, 18, 32, 50... percent (distance being 
expressed in terms of the number of trade areas which the customer traverses). 
Surely before tax differentials become sufficient to induce migration to trade 
areas thrice removed they will have initiated migration of persons and busi- 
nesses instead (becoming in this respect analogous to income taxes) as well 
as recourse to that tested American alternative: the mail-order catalogue, when 
out-of-state firms are untaxed. 

The effects of tax disparity on distance of sales migration depend on 
the spatial distribution of population as well as on the response functions 
of individuals. The regular and rapid decline in density of resident population 
with increasing distance from the inner residential belt in urban areas is 
further assurance that the average distance of a given volume of sales migration 
(for distances no greater than two or three trade areas) would increase less 
than in proportion to the increase in tax differential. Tax payers most favor- 
ably situated for sales migration are those living in between the high-tax 
and the low-tax trading centers, in zones of relatively very low residential 


*P. D. Converse, op. cit., pp. 62, 64; R. B. Reynolds, “A Test of the Law of Retail 
Gravitation,” Journal of Marketing, January 1953, 17, p. 275. 
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population density. Differences exist in cost and time spent in shifting 
purchases from various points within the same trade area, even though they are 
small relative to those between adjacent and non-adjacent trade areas. 
Those least favorably situated live near the central business districts of 
high-tax trading centers, in areas of high residential population density. 
(Those living in the low-tax trading center with rare exceptions already 
buy locally and therefore are not affected by increased tax differentials.) 


4. Volume of Sales Migration and Tax Differentials 


The effect of increasing tax differentials on sales migration between 
adjacent trading areas is not weakened by rising money and subjective costs. 
There is every reason to believe that once the migration “threshold” is passed 
the percentage of sales in a given area diverted to a low-tax area will rise 
more than the tax differential. The transfer of trade from a high-tax to a 
low-tax area should take place gradually as the tax differential increases, 
affecting consumers less and less conveniently located in terms of accessi- 
bility to the low-tax trading centers and consumers who have a higher and 
higher “threshold” of migration; i.e., who are less and less price-conscious 
in their shopping habits. As the differential rises, smaller total expendi- 
tures per shopping trip and therefore a larger number of trips becomes justi- 
fied; not only high unit price items but items of lower and lower unit price 
are purchased across the border. A large percentage of residents in the 
high-tax area buy in the low-tax trade center, and those who shifted some of 
their purchases at smaller tax differentials shift a larger percentage as the 
tax differential rises. Once migration reaches the point of undermining the 
viability of some types of stores, and of the trade center itself, additional 
migration becomes necessary. 

As long as shopping frequency is unchanged, the costs of sales migration 
to an adjacent tax area are not affected by the size of the tax disparity, and 
tax savings increase more rapidly than the tax rate itself. Making the 
assumption of a constant marginal utility of money, then the percentage change 
in sales migration must be greater than in the tax rate differential for each 
and every taxpayer. The relation between aggregate sales migration and the 
tax differential depends upon the distribution of taxpayers in terms of distance 
from the low-tax center and in terms of migration “threshold.” Residential 
density of population, and therefore of taxpayers, increases with proximity 
to the trade area center. If any distribution even remotely resembling a 
normal curve applies to taxpayers’ propensity to migrate (or sensitivity to 
price differentials), then the volume of sales migration (as distinguished 
from individual sales migration) will increase more than sales tax rates up 
to a point of inflexion. At this point the viability of the high-tax trade 
center may have been undermined and additional sales migration may have 
become necessary. With anything near a normal distribution of taxpayers by 
propensity to migrate, the percentage change in volume of sales migration will 
be greater than in the tax differential even if individual reactions should prove 
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to be inelastic, and even if taxpayers should be equally distributed throughout 
the tax area. (Assuming hexagonal trade areas, the number of taxpayers 
would increase more than proportionately with distance from the low-tax trade 
center in the nearer half of the high-tax trade area even if population density is 
constant throughout.) 


5. Secondary Sales Migration 


Migration in response to sales tax differentials does not exhaust their 
effects. A secondary migration effect may be induced by the first, as a re- 
sponse to adaptations of retail facilities and services on both sides of the 
tax border to the primary shift in sales, which is tax-caused. The secondary 
migration of sales should be easily distinguishable from the first, as it occurs 
only in the long run, whereas the primary migration takes place immediately. - 
The magnitude of secondary migration can be inferred from Reilly’s law of re- 
tail gravitation.2° According to this empirical rule, retail attraction is 
proportional to the populations of competing trade centers and inversely pro- 
portional to the square of the distance. But population is no more than an 
index of trading facilities and services, which we asume to reflect gains and 
losses of customers, even if these customers live in other trading centers. Ad- 
ding primary migrants (or the fraction thereof corresponding to the extent of 
their trade migration) to the low-tax trading center population, and subtracting 
them from the population of the high-tax trading center, we can compute the 
order of magnitude of secondary sales migration. For this purpose we can adopt 
a formula offered by Converse,?* 


Trade lost Pa (:) 
Trade retained Pb \d 

in which Pa is the population of the low-tax center, Pb is the population of the 
high-tax trade center, d is the distance in miles separating the two trade centers, 
and 4 is a distance factor. The secondary migration equals the difference be- 
tween the results obtained using the initial populations and using the popu- 
lations modified by primary, tax-induced sales migration. It would be a 
mistake, however, to total primary migration and secondary migration obtained 
independently. For to do so would be to count twice many of the same 
taxpayers, and many of the same transactions. 

The migration multiplier in all likelihood has a very low value. Unless 
there happen to be signiticant discontinuities in the retail facilities of trade 
centers, the secondary migration effect is markedly damped. Sizeable dis- 
continuities in retail facilities are much more likely to occur in small towns 
than in large cities, for the minimum viable size of a store in the small 


* A. Lésch, The Economics of Location (Translated from the second edition by W. H. 
Woglom with the assistance of W. F. Stolper) (New Haven: 1954), pp. 109-114. 

*W. J. Reilly, The Law of Retail Gravitation, 2nd edition (Pilsbury Publishers Inc., 
New York: 1953), p. 9. 

*P. D. Converse, “New Laws of Retail Gravitation,” Journal of Marketing, October 
1949, 14, p. 379. 
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town may represent an appreciable proportion of the retail facilities of the 
small town. In fact, the connection between trading facilities and trading 
population is not so closely meshed that a secondary migration effect will 
always occur. A rather large minimum increment (decrement) in trading 
population may be required to occasion expansion (contraction) of trading 
facilities and services. 


6. Conclusions 


The migration effects of tax disparity can be considered in terms of the 
market and/or supply areas of the tax objects, the availability of alternative 
market and/or supply areas, and the costs of migration. Commodity taxes are 
more easily avoided than personal income or business taxes, since demand can 
be quickly transferred from high-tax to low-tax areas without need for change 
of jobs or of residence. Nevertheless, disparities considerably larger than 
now exist would materially affect only border trading areas. Unless a state 
has a considerable proportion of its population concentrated in border trading 
areas (and the contiguous states have adequate trading centers nearby), it 
need not fear the effects on tax revenue of substantially larger commodity tax 
disparities than now exist. The increase in maximum distance of sales migra- 
tion is less than proportional to the increase in sales tax rate differentials. 
The increase in volume of sales migration for a given distance, however, is 
more than proportional to the increase in sales tax rate differentials. 

The scope was limited to the migration effects of disparities in retail 
sales taxes, which were discussed in terms of the size of trade areas, the 
shopping ranges of customers, and alternative shopping centers. The discrim- 
inating effects of differences in tax structure as a whole on the composition 
of economic activity has not been considered; nor the indirect impact of 
different levels of taxation and government expenditure on general levels of 
economic activity. 


IMPEDIMENTS TO ECE CLEARING OPERATIONS 


DONALD A. WELLS 
University of Oregon 


Bilateralism, that malfunctioning vehicle for East-West trade, has acquired 
increased horsepower in recent years. Credit extensions, more liberal provisions 
in trade and payments agreements, and greater use of convertible currencies 
have given greater maneuverability to the system of bilateral balancing. Further 
lubrication was added in June, 1957. Under the auspices of the United Nations 
Economie Commission for Europe (ECE), a multilateral clearing union was in- 
stituted. Designed to reduce some of the friction to trade caused by attempts to 
balance trade bilaterally, the compensation system offers an opportunity for 
countries to apply a credit with one trading partner against a debit with another. 
Its primary effect will be to strengthen bilateralism in East-West trade. An 
understanding of how the clearing union will influence East-West trade and pay- 
ments can be gained from an examination of its method of operation, its opera- 
tion to date, obstacles to East-West clearing, and country attitudes toward the 
new system. 


I. BACKGROUND 


Trade for all of Europe was conducted primarily on a bilateral basis in the 
early postwar years.! Through mechanisms such as the European Payments 
Union (EPU), limited transferable currencies, and increased dollar settlements, 
intra-Western European trade as well as that of the free world in general has 
progressed steadily in the direction of multilateralism until today it charac- 
terizes most of free world trade. In contrast, bilateral practices continue to domi- 
nate trade relations between countries of Eastern and Western Europe. Bilateral 
trade and payments agreements, generally with quota lists which specify bal- 
anced trade and with payments provisions for clearing accounts with swing 
credits, remain as the primary instruments for conducting this trade. The use of 
transferable account sterling for the financing of trade between the United King- 
dom and the Eastern bloc has been the principal exception throughout this pe- 
riod to the general practice of bilateralism. 

Although increasing in recent years, postwar East-West trade has remained 
at a relatively low level. For 1957, Western European exports to Eastern Europe 
were $1,524.8 million, and imports were $1,823.1 million ;? at constant prices, this 


*“Fast” and “Eastern Europe” refer to Bulgaria, Czechoslovakia, the German Demo- 
cratic Republic, Hungary, Poland, Rumania, and the USSR. “West” and “Western Europe” 
include Austria, Belgium-Luxembourg, Denmark, Finland, France, the Federal Republic of 
Germany, Greece, Iceland, Italy, the Netherlands, Norway, Portugal, Spain, Sweden, Swit- 
zerland, Turkey, the United Kingdom, and Yugoslavia. These groupings correspond to those 
used by ECE. Albania has been excluded from the Eastern group because its trade with 
Western Europe for this period has been negligible, and it did not participate in the formula- 
tion nor in the operations of the ECE clearing system. 

* ECE, Economic Bulletin for Europe, August 1958, X, Table A, pp. 60-61. 
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volume is approximately two-thirds that of 1938. Political factors are the pri- 
mary cause for this postwar decrease, but bilateralism acts as an additional fet- 
ter restricting appreciable expansion. The range for trade is restricted by at- 
tempts to balance trade bilaterally, and any imbalance in bilateral accounts 
usually presents the risk of a downward balancing of trade in order to equate 
imports and exports.’ 

ECE was established in 1946 in order to promote economic rehabilitation and 
to facilitate economic reconstruction in Europe.‘ In response to United States’ 
offers for aid in 1947, the Organization for European Economic Cooperation 
(OEEC) was formed by most of the countries of Western Europe. When the 
Soviet Union and other Eastern European countries refused to participate in the 
program, the OEEC became the principal organization for Western European 
economic cooperation. Because ECE not only had many of its functions pre- 
empted but also remained as the only organization to bridge the economic split 
between Eastern and Western Europe, it has interpreted its primary function as 
the promotion of economic cooperation and trade between these two areas. Pur- 
suing this aim, ECE has concerned itself with reducing impediments to trade. 
The attack on bilateralism has been one approach adopted. 


Il. OPERATIONS 


The establishment of the clearing union culminated more than two years of 
consideration over what procedures to adopt in order to alter or to ease bilateral 
balancing difficulties. In September and October, 1955, recommendations for the 


establishment of a clearing union were made by the Ad Hoc Working Party of 
Financial Experts of the ECE Committee for the Development of Trade. The 
clearing union was put into operation in June 1957.5 No formal agreement was 
concluded. Rather, a group of interested countries have their central banks re- 
port quarterly to the ECE Secretariat® such claims and liabilities as they wish to 
submit for compensation. The Secretariat then makes specific proposals for off- 


* Of seventy-four agreements for which settlement mechanisms are known, in 1956 forty- 
six of these stipulated additional deliveries as the means of payment when accounts were not 
balanced at the termination of the agreement period. About one-eighth of these directed 
that trade be balanced by commodity deliveries only, and the remainder called for deliveries 
coupled with other means of settlement. Most stipulated that deliveries were to be made 
within a specified time period, usually six months. If balance was not achieved within that 
period, settlement was to be made in gold, dollars, or convertible currencies. Efforts to re- 
dress imbalance by deliveries often resulted in delays in negotiating new trade agreements 
and the cessation of exports by the creditor country until balance was restored. Details of 
East-West agreements were obtained from United States Department of State, Trade Agree- 
ments and Other Trade Accords of the Soviet Bloc with Countries of the Free World, 1956- 
1957, (mimeograph), and ECE, Economic Bulletin for Europe, 1950-1957. 

‘For an account of the establishment of ECE and the consequences for it of Secretary of 
State Marshall’s offer of aid, see David Wightman, Economic Cooperation in Europe (Lon- 
don: Heineman, 1956), pp. 3-51. 

* Details of the clearing union are in press releases of the ECE Trade Committee, 1955- 
1957. 

*It was reported that the Bank for International Settlements refused to act as agent. 
“East-West Payments Scheme,” The Economist, May 25, 1957, p. 725. 


IMPEDIMENTS TO ECE CLEARING OPERATIONS 449 


sets of debit and credit balances. These are referred to the participating govern- 
ments for their approval and require the consent of all the parties concerned. 

As an example of how the system operates, assume Czechoslovakia has a credit 
balance of $4 million with France, France a credit of $5 million with Sweden, and 
Sweden one of $2 million with Czechoslovakia. If the central banks of these coun- 
tries, with the permission of their governments, were to submit these balances to 
the ECE Secretariat for consideration, the Secretariat, which acts as the operat- 
ing instrument of the member countries, might arrange a circuit which would 
offset $2 million between each pair of countries. This proposal for offsets would 
be sent to each of the three governments for approval. If all concur, the Secre- 
tariat notifies these countr‘es and appropriate entries would be made in the 
clearing accounts. In th. vase, there would remain a Czechoslovakian credit of 
$2 million with France and a French credit of $3 million with Sweden. 

For the first year of operations, from June 1957 to June 1958, participating 
countries submitted for compensation credit balances valued at $182.4 million, 
or an average of $45.6 million per quarter.* Those countries included in the 
eighteen compensation circuits which were arranged were Bulgaria, Czechoslo- 
vakia, Denmark, Finland, France, Greece, Hungary, Israel, Norway, Poland, 
Rumania, Switzerland, Uruguay, the Soviet Union, the Eastern Zone of Ger- 
many, and Yugoslavia.* Of the credit balances which were submitted, over half 
in value could not be compensated because the countries against which the bal- 
ances were held refused to permit their transfer through compensations. There 
remained $85.4 million in balances available for compensation subject to ob- 
taining third party consent; at a minimum, three countries must participate in 
order to complete a circuit. Total completed compensations for the first year 
were $22.0 million. $18.9 million occurred during the first two quarters, ending 
October 1957, while only $3.1 million in balances were cieared in January and 
April, 1958. Thus, compensation operations cleared only twelve percent of the 
credit balances which were originally submitted.® 

Compensations are a relatively small proportion of trade between Eastern and 
Western Europe. The total trade turnover between these areas in 1957 was more 
than $3,300 million.’° Clearing union settlements for the first year of operations 
were less than one percent of the trade turnover between East and West in 1957. 
No valid estimates can be made of what percentage of total bilateral indebted- 
ness is being cleared. Details of East-West clearing balances are, with few ex- 
ceptions, not divulged."! Neither intra-Eastern bloc bilateral positions nor intra- 


7 ECE, Trade Committee, “Agent’s First Annual Report on the Operation of the Multi- 
lateral Compensation Procedures Organized Under the Auspices of the United Nations Eco- 
nomic Commission for Europe (ECE),” August 6, 1958. 

*Under the terms of reference for ECE, non-European member countries of the United 
Nations may be invited to participate in a consultative capacity. Israel and Uruguay have 
participated in the operations of the clearing union. 

*ECE reported that the result of the fifth quarterly compensation in July 1958 was the 
arrangement of six circuits with a total value of $15 million. 

* ECE, Economic Bulletin for Europe, August 1958, X, Table A, pp. 60-61. 

“Even participating countries in ECE circuits are informed only what other countries 
comprise a circuit to which they are a party. 
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Western balances which have been submitted for compensations are published. 
However, given the volume of trade among Eastern and Western countries, it 
is likely that a very small proportion of total indebtedness is being submitted 
for compensations. 


Ill. EVALUATION 


The clearing union agreement is best evaluated in two stages: first, an ap- 
praisal is made of the technical possibilities and limitations for multilateral 
clearing under the ECE system, and second, it is considered as a transitional 
procedure in order to determine its probable effects on East-West trade and the 
likelihood of more comprehensive agreements germinating from its operational 
experience. 


Technical Operations 


The multilateral compensation technique is not new as a method of attack 
upon practices which emphasize planned bilateral balance and strict government 
control of trade and payments. The weaning of Western European countries from 
bilateralisnr to their participation in the EPU was implemented by a succession 
of payments arrangements during the period, 1947-1949.'* Of these, the “First 
Agreement on Multilateral Monetary Compensation,” which regulated trans- 
actions between a number of West European countries from November, 1947, 
to September, 1948, most closely resembled the ECE system. The experience 
under the 1947 agreement offers assistance in evaluating what achievements can 
be expected from the ECE system.” 

The accomplishments of the 1947 agreement were meager. Circuits often re- 
mained uncompleted because of refusals by individual countries to participate. 
Experience demonstrated that “first category” compensations—those which 
merely offset debts of equal value—offer less opportunity for clearing than “sec- 
ond category” transactions. The latter permit an increase in the balance held 
by a country or countries.'* The 1947 agreement made allowance for both types 
of transactions, but the ECE clearing union provides only for first category 
compensations. Of consequence also is that a clearing operation of the offset type 
cannot clear net debts. By matching debts with credits a country can utilize ECE 
procedures, but net debts must be covered either with additional deliveries or 
payments in acceptable currencies. Furthermore, in offset clearing the lowest 
common denominator sets the limit for the volume of balances capable of being 


* Details of the provisions and operations of the agreements prior to the establishment of 
the EPU are given in William Diebold, Trade and Payments in Western Europe (New York: 
Harper and Brothers, 1952), Chapters II-IV, and Raymond F. Mikesell, Foreign Exchange 
in the Postwar World (New York: The Twentieth Century Fund, 1954), pp. 100-117. 

“ For an excellent discussion of the operations of the monetary agreements and the EPU, 
see Robert Triffin, Europe and the Money Muddle (New Haven: Yale University Press, 
1957), Chapters IV and V. 

*“The B.S. [Bank for International Settlements] estimated that in mid-1948 the possi- 
bilities for first category compensations were between $30 and $50 million while possible sec- 
ond category compensations were five to nine times as great.” Diebold, pp. 26-27. 


IMPEDIMENTS TO ECE CLEARING OPERATIONS 451 


cleared between participating countries. Under these circumstances the scope 
for compensations is restricted. 

There are other indications that the 1947 agreement was more comprehensive 
than the present system. Under the former, all members were required to report 
their bilateral positions. In addition, six countries agreed to accept first category 
compensations automatically.'® In the ECE system countries have no obligations 
to submit balances. The proposed circuits require the consent of all parties in- 
cluded in them. There is no provision for automatic compensations. 

All indications are that the ECE operations will contribute little influence to- 
ward multilateral settlements in East-West trade. The record of compensations 
thus far, similar to the meager achievements under the 1947 agreement, and the 
numerous technical limitations indicate that only a low volume of compensa- 
tions will be achieved. ECE procedures are inadequate for the task at hand. By 
making voluntary the submission of balances for compensations and the accept- 
ance of circuits arranged by the ECE Secretariat, numerous stumbling blocks 
have been erected to diminish further the likelihood of a high volume of cleared 
balances. 


Achieving Multilateralism 


Although the ECE Secretariat played the role of mid-wife, the clearing union 
is not its child but rather is the product of negotiations of member countries. As 
such, it reflects the political and economic environment within which it was 
molded. The motivations and expectations of member countries toward trade 
and payments developments and their own interests played the decisive role in 
determining the content of the agreement. Assuming differing interests, it is in 
part a compromise solution to problems of bilateral balancing. 

The fundamental political antagonism prevailing between East and West 
plays an important role in hampering efforts toward economic cooperation and 
exerts a strong negative influence on efforts to achieve multilateralism in trade 
between the two areas. This political struggle continues to constitute the prin- 
cipal backdrop to any efforts toward economic cooperation. Apprehensions of 
motivations and political consequences fashion the form which agreements as- 
sume. 

A fundamental difference between the Western European agreements and the 
ECE system is that the earlier agreements aimed at some decontrol of trade. At 
the same time that payments were being freed from their strict bilateral charac- 
ter, measures were taken to relax government control of trade. Trade liberaliza- 
tion, implemented by OEEC codes, accompanied changes in payments proce- 
dures. Steps toward the decontrol of trade are not envisioned under the ECE 
system.1!® 

Discrimination is the basis for bilateral trade, for without the control of trade 
and payments and the guarantee of a portion of each country’s market to its 


* Belgium, France, Bizone of Germany, Italy, Luxembourg, and the Netherlands. 
* ECE, Trade Corrmittee Press Release, October 12, 1956. 
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trading partner bilateralism is inoperable."* As instruments, payments and quan- 
titative controls maintain this discrimination. When proceeding from a bilateral 
to a multilateral pattern of trade, steps to free payments must be accompanied 
by the liberalization of trade controls or the effects on trade will be minimized. 
Import and export licensing or other direct state controls on trade can be used 
interchangeably with payments restrictions, and to modify one and not the other 
limits or negates the effectiveness of such action. Freeing payments procedures 
from controls only sets the stage for more liberal trade policies; to accomplish 
this objective similar controls over trade must also be discarded. 

Government attitudes toward controls over trade are formed within the pre- 
vailing political framework. When agreements are negotiated among countries 
whose political and economic aims are relatively homogeneous, participating 
countries are less reluctant to free controls and accept more automatic provisions 
for clearing. During the late 1940’s each Western European country regarded 
as paramount the preservation of its own dollar holdings and balance of pay- 
ments position, but, with some urging by the United States, there was general 
recognition that economic recovery and political interests were best served by 
regional cooperation. The voluntary nature and limited scope of the ECE agree- 
ment reflects its birth in a less favorable political climate. 

In East-West trade, institutional differences heighten political rivalries. Prac- 
tices which encourage cooperative and. discourage disruptive uses of national 
economic sovereignty are implemented among Western countries by most-fa- 
vored-nation clauses and regulations pertaining to government control of trade. 
Procedures are based on the general assumption that if individual private ex- 
porters and importers are substantially free from state interference, they will 
buy in the cheapest market and sell in the dearest. Even among Wes€rn coun- 
tries, however, it is difficult to determine when rules of this kind are being ob- 
served. For example, most-favored-nation clauses can be circumvented by de- 
fining products in such a way that they apply more specifically to exports of one 
or two countries. The implementation of the non-discrimination agreements 
among Western countries is highly dependent upon their spirit of cooperation. 

Additional difficulties are encountered in trade with the East, because Western 
countries are confronted with state monopolies of trade. For Eastern countries 
trade is dependent upon administrative decision. With the private sector elimi- 
nated, the state makes all buying and selling decisions in foreign trade. Tradi- 
tional devices for ensuring non-discriminatory treatment in trade among West- 
ern countries are not readily applicable in trade relations with the East.!* Fair 
trading standards with Eastern countries depend even more on good will as their 
sanction. Justification can be made for almost any purchase on the basis of its 
trade mark, future maintenance of or familiarity with a product, quality, or 


* For a discussion of the relationship between discrimination and bilateralism see, Howard 
Ellis, Bilateralism and the Future of International Trade (Princeton: Princeton University 
Press, 1945). 

* This problem has been discussed by Jacob Viner, Trade Relations Between Free-Market 
and Controlled Economies (Geneva: League of Nations, 1943). 
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other such considerations. In the absence of political trust or effective methods 
of enforcing nondiscriminatory standards in East-West trade, Western coun- 
tries are likely to consider any relaxation of trade controls on their part a uni- 
lateral action of benefit primarily for Eastern countries. When there is govern- 
ment interference in trade, countries attempt to reach agreement with others on 
what measures ensure fair and equal treatment. Political interests and institu- 
tions of sufficient similarity make these agreements practicable among Western 
countries. In trade with Eastern countries, abuses of national economic sov- 
ereignty are more difficult to regulate and Western countries retain sufficient 
control of their own economic affairs to protect their interests. Consequently, 
procedures designed to relax government controls over trade with Eastern coun- 
tries are not enthusiastically received by Western officials. 


Regional Price Differences and Multilateral Clearing 


Neither prices nor exchange rates within Eastern Europe need to be realistic 
in relation to world market prices. The state monopoly of trade, serving as their 
guardian, isolates internal prices from those outside the area. Correspondingly, 
intra-Eastern bloc trade is conducted at prices which need not be comparable 
to world market prices, for intra-bloc prices relate to specific bilateral agree- 
ments. The functioning of any multilateral system faces difficulties because of 
differences in prices employed in trade among Eastern European countries, those 
used in their trade with Western Europe, and world prices. 

If credit balances of a country are shifted from one trading partner in a high- 
price country or area to another in a low-price country or area of its trade, the 
same nominal amount of money will have differing real values. For example, if 
a Hungarian expenditure of $1 million commands goods of better quality or 
greater quantity when made in Western Germany rather than in Czechoslovakia, 
a credit of the same nominal value with each country will not have the same real 
value in terms of purchasing power. Because of regional price differences, some 
equalization and rationalization of foreign trade prices between the two areas 
must necessarily precede the successful functioning of any system which provides 
for an Eastern European country to apply a balance in trade with another East- 
ern country against an account with a Western country. In general, a credit with 
a Western European country may be used to acquire a iarger variety of goods 
than a similar one with an Eastern country. Balances arising in intra-Eastern 
trade are not likely to be equated with those in East-West trade, even though 
both have the same nominal value. Hungary may profit by disposing of a deficit 
with Czechoslovakia by exports of goods and by utilizing a credit with West 
Germany rather than by offsetting the two balances. The relative value of the 
two shipments of goods, judged by world market prices, is the determinant; the 
nominal value of the monetary balance is important only in relation to the goods 
it commands. Western countries value credits with Western trading partners 
more than those with Eastern countries. EPU provisions for settlements in gold 
and dollars and the opportunity to acquire dollars at a slight discount by con- 
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verting some West European currencies make Western balances relatively more 
important to these countries. It seems likely that an EPU country will allow a 
claim against another EPU member to be equated with a debt to an Eastern 
trading partner only if the debt with the Eastern country would eventually have 
to be settled in gold or dollars. A circuit of this type would decrease the volume . 
of net settlements in the EPU. However, because mest balances with Eastern 
countries may be managed without payments in gold or dollars, the different real 
values attributed to balances of equal nominal value limit the total volume of 
clearing which occurs. 

The commodity-barter aspect of trade agreements poses additional problems 
in any attempt to determine the real values of debit and credit balances. With 
trade still being conducted by means of bilateral trade agreements, prices often 
apply only to specific transactions. Denmark and Poland may agree to trade 
agricultural products and coal; the quantities and prices agreed upon make up 
the terms of the exchange. If Poland should fail to deliver the prescribed quan- 
tity of coal, it appears that Denmark not only has a monetary claim against 
Poland but also a commodity claim. The stipulated prices were unique to that 
one agreement for the specific commodities covered. Denmark may have re- 
quired a higher price for its eggs and butter if the commodity being imported 
was considered less essential by Danish authorities. The wedlock of certain 
commodities to specific balances underlies country attitudes toward any indi- 
vidual offset transaction. The relative priorities of commodities to be bought 
and sold as evaluated by governments will receive weight in determining the 
relative values of balances. 

Detailed information on the clearing circuits which have been completed by 
ECE is not available. However, it is known that at least through the September 
1957 operations there had been no circuit in which an EPU country had accepted 
a debt to another EPU country in exchange for a claim on an Eastern country. 
A continuing problem is that, in most cases, it has been necessary for a country 
which is neither EPU nor Eastern to act as an intermediary in any circuit in- 
volving two Eastern European or two EPU countries. Finland, Israel, Yugo- 
slavia, and Uruguay are the only participating countries which are neither 
Eastern European nor EPU members. They participated in compensations 
valued at $8.7 million, while the comparable figure for EPU members was $5.9 
million and that for the Eastern countries was $7.4 million. Thus, four countries 
have accounted for almost forty percent oi the total value of compensations. The 
reliance upon the participation of a few, as is the case, represents a serious limita- 
tion on the scope for clearing. 

Regional price differences are not only important for the operations of the 
ECE system, but are also critical for any subsequent efforts which may be made 
to achieve multilateral clearing. The reluctance to incur dollar and gold settle- 
ments, the commodity-barter aspect of trade agreements and transactions, and 
differing real values for balances which have the same nominal value are the 
principal stumbling-blocks to achieving compensation transactions of signifi- 
cant proportions. 


A 


IMPEDIMENTS TO ECE CLEARING OPERATIONS 


Attitudes toward the Clearing Union 


Support for the ECE clearing union was shown by the Soviet bloc countries 
and Austria, Denmark, Finland, France, Greece, Iceland, Norway, Portugal, 
Sweden, and Yugoslavia. The United Kingdom, Germany, the Netherlands, Bel- 
gium, Italy, and Turkey voiced opposition, at one time or another, to its estab- 
lishment.'® Those opposing the clearing union felt it would do little to alter the 
bilateral character of trade. The position of Germany and the U.K. was that it 
was designed to facilitate the use of bilateral agreements rather than to lead to 
multilateralism. In their opinion, unless significantly worthwhile procedures 
were adopted, it would be better to allow the restrictiveness of bilateralism to 
become onerous and then to take more comprehensive measures to eliminate it. 
Their position was either to attack bilateralism effectively or to leave it alone 
in order that its inadequacies would eventually require strong measures. The 
British advocated that Western countries allow claims held against them by 
Eastern countries to be transferable within a prescribed area, probably that of 
the EPU, and into a specified currency or currencies. Western countries would 
then be concerned only with overall rather than bilateral balance in trade with’ 
the Soviet bloc. There was no obligation for Eastern countries to take similar 
action with regard to claims held against them. 

Any estimate of the causes for the favorable dispositions of countries toward 
the present system rather than the U.K. proposal or any other clearing union 
which would have had more influence on trade is necessarily somewhat specu- 
lative. There have been no official public statements by countries to clarify their 
attitudes. Because support was given to a system which will have relatively 
little effect on present East-West trade and payments practices, in all likelihood 
some countries must consider it to their advantage to continue East-West trad- 
ing practices much as they have been for the past ten years. There are various 
explanations for this attitude. 

It is to be assumed that general support for the clearing union was forthcom- 
ing from Eastern countries because it does not alter the basic bilateral frame- 
work of East-West trade and, indeed, tends to make bilateralism more accept- 
able. Bloc countries regard bilateral agreements as offering a stability and 
predictability to foreign trade which is consonant with national planning. The 
commitment to comprehensive planning on a national scale necessitates controls 
over imports and exports in order that these plans are not disrupted. There is 
economic incompatibility between a close regulation of the internal economy 
and freedom of foreign trade. Because the latter is merely part of the over-all 
plan, it must remain subordinate to it. Bilateral agreements offer some assistance 
by diminishing the effects of world price movements on export and import allo- 
cations and in estimating the volume and commodity composition of trade. 

Second, by means of bilateral agreements Eastern countries are able to iso- 
late individual trading partners and to obtain an improved bargaining position 
and an opportunity to derive political as well as economic benefits from trade 


* “East-West Payments Scheme,” The Economist, May 25, 1957, p. 725. 
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more readily. By requiring bilateral balance in clearing accounts Eastern 
countries are able to obtain better terms for exports and perhaps to sell less 
competitive products. The Soviet Union can utilize its size in bargaining with 
smaller countries like Austria, Finland, Denmark, Norway, and Iceland. Sales 
of Soviet transport equipment to Finland and Norway, for example, are primarily 
a result of bilateral bargaining pressures. In addition, Khrushchev has stated 
frankly that the Soviet Union values trade least for economic reasons and that 
political goals are more important.*° Finland’s dependence on Eastern trade is a 
primary factor in its cautious political position between East and West, and in- 
creased Icelandic trade ties with Eastern Europe were accompanied by a trend 
toward greater neutralist tendencies.** 

A continuing goal of Soviet economic policy has been to attain self sufficiency 
to as high a degree as possible. Economic planning in the satellite countries has 
followed similar lines,2* but there are indications that more recently regional 
specialization is receiving attention.** This “division of labor” is to apply to 
intra-Eastern bloc relations; it does not alter the autarkical policies practiced by 
the Eastern European countries as a group but merely shifts the emphasis of 
these policies from a country basis to a regional one.** By keeping trade with 
the West at a low level and, in general, bilaterally balanced, dependence on 
Western markets is minimized for East European countries. 

Bilateralism is not necessarily a requirement for trading with the Eastern 
countries. The United Kingdom has traded several years on a transferable ster- 
ling basis. Germany in early 1956 introduced the limited-convertible Beko-mark 
in its trade with most countries of Eastern Europe.*° Because most Western 
countries have not taken similar action, it appears that in their opinion, too, 
bilateralism offers certain advantages. 

” New York Times, September 13, 1955. 

= Almost forty percent of Finland’s trade is with the Soviet bloc, and during the first 
months of 1957 approximately forty-five percent of Iceland’s fish exports were to Eastern 
Europe. ECE, Economic Bulletin for Europe, August 1957, LX, p. 38. 

“Nicholas Spulber, “Problems of East-West Trade and Economic Trends in the Euro- 
pean Satellites of Soviet Russia,” The Fate of East Central Europe (Notre Dame: Notre 
Dame Press, 1956). 

* New York Times, May 6, 1956 and ECE, Economic Survey of Europe in 1956, Chapter 
II, p. 18. 

«The inauguration of the common market treaties and negotiations for a free trade area 
indicate that emphasis in Western Europe is also on regional integration and cooperation, 
for these agreements will give privileged trade positions to member countries. For example, 
in trading with France, Czechoslovakia is at a disadvantage as compared to the Netherlands, 
because the latter operates within the framework of the over-all tariff while Czechoslovakia 
competes from outside it. The trade stimulation which occurs because of the greater freedom 
within the area has as its counterpart that of the trade diversion caused by the tariff imposed 
on other countries. Assuming that for the near future the tariff acts as an insulation for the 
adjustments occurring within the area, it is likely that the relative share of Eastern trade 
for Western countries will remain low. 

*“Tn February 1957, Italy also announced its intention to introduce a transferable lira to 
replace, gradually, the present bilateral clearing arrangements with Eastern European 
countries.” ECE, Economic Bulletin for Europe, August 1957, IX, p. 49. 
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Many of the Western countries supporting the ECE clearing system had been 
experiencing difficulties in finding export outlets in Western markets and looked 
to the East for relief. Icelandic fish and Danish agricultural products are ex- 
amples. These countries, unable to supply goods which comprise the bulk of East 
European imports,” utilize bilateral bargaining power to promote their own 
exports. A country such as Denmark, faced with discrimination against agri- 
cultural products in the West and attempting to export goods which are given 
a relatively low priority by Eastern countries, marries imports and exports in 
order to promote the latter. Furthermore, countries which are experiencing bal- 
ance of payments’ difficulties regard bilateral trading practices as a means of 
conserving scant supplies of foreign exchange. Any move toward convertibility 
in trade with the East would probably increase pressures on their exchange re- 
serves. 

Western governments also regard trade and payments controls as a means to 
counteract steps which may be taken by Eastern trading partners. These con- 
trols may result from pressure by private importers and exporters, who, feeling 
ineffective when trading with state monopolies, appeal for government help. 
They may be necessary to resist political pressures which can easily accompany 
trade ties. Because it is often considered desirable to avoid dependence upon im- 
ports and exports from and to the East, bilaterally balanced trade minimizes 
for Western countries the likelihood of becoming economically dependent upon 
markets across the iron curtain. With the threat of trade being halted by ad- 
ministrative decisions, this consideration is especially pertinent for smaller 


Western countries for which trade is an important element of nationa! economic 
welfare. 


IV. CONCLUSIONS 


Institutional heterogeneity, political hostility, and technical deficiencies merge 
in partnership to limit opportunity for multilateral clearing under the ECE 
system. This procedure operates within a setting inimical to a significant volume 
of compensations. By acceptance of the bilateral trade practices which create 
the difficulties of unmanageable surpluses and deficits, the clearing union as- 
sumes the role of a soothing ointment. It mitigates an element of bilateralism 
which is particularly restrictive without probing and eliminating the basie ma- 
lignancy. Bilateral trade and payments practices maintain their prominence and 
dominance in East-West trade; the clearing union supplements these practices 
and makes them more palatable. 

Eastern European countries seem to regard bilateral trade agreements as of- 
fering: (1) a stability and predictability to foreign trade which they consider 
desirable with national planning; (2) an improved bargaining position when 
their exports are not highly competitive; and (3) an opportunity to isolate in- 
dividual countries, and consequently, to derive political benefits from trade 

*In 1957, fifty percent of East European imports from Western Europe were in the iron 


and steel, non-ferrous metals, chemicals, machinery, and ships and boats commodity groups. 
ECE, Economic Bulletin for Europe, August 1958, X, Table C, p. 77. 
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more readily. Western European countries which favor bilateral trade practices 
also use them to promote less essential exports and to conserve foreign exchange 
holdings. Countries from both areas utilize the technique of bilateral balance to 
minimize their chances of becoming economically dependent upon markets 
across the iron curtain. Those countries with vested interests in bilateral trade 
are not interested in changing practices which are considered advantageous to 
themselves. 

ECE, as a regional inter-governmental organization, is only the sum of its 
parts. The individual countries comprising it place severe strictures upon the 
scope and nature of East-West cooperative efforts which may be undertaken by 
the organization. Political considerations have been and continue to be decisive 
in their delimiting roles. The clearing system is a hesitative approach toward 
a problem of East-West trade. Its limited scope is a reflection both of the gen- 
eral political climate and the interests of member countries. Cooperative eco- 
nomic efforts between East and West are likely to engender only limited success 
until preceded by political conciliation between the two areas. 

Aside from political considerations, however, there are apparent and serious 
economic impediments to multilateral clearing. Under the present arrangement 
bilateral trading practices are not altered in any significant manner or measure. 
Technical limitations restrict the possibilities for clearing. Regional price dif- 
ferences loom large as obstacles to the operations of any system which intends to 
offset debits and credits. As a result, voluntary participation in the ECE pro- 


cedures is emphasized. Until these problems are resolved, countries will not enter 
into arrangements with more automatic provisions. Neither will there be ap- 
preciable offset compensations in East-West trade. 


A REAPPRAISAL OF EXPERIENCE RATING 


HARVEY M. WAGNER* 
Stanford University 


I. INTRODUCTION 


Ever since the passage of the Social Security Act of 1935 (and subsequently 
the Federal Unemployment Act of 1939), the purposes, merits and success of 
the experience rating provision have constantly been questioned.! In this paper 
we shall examine the recent developments in experience rating to evaluate the 
suggested policy changes in the operation of the system. 

Currently, firms with a labor force of 4 or more workers for at least 20 days 
during a year are obligated to pay unemployment tax on the recipients’ wages; 
accordingly unemployment insurance coverage has been extended to over 40 
million workers. Although the Federal law specifies 2.7 percent of salaries (on 
amounts up to $3,000 per annum in most States) as the standard employer con- 
tribution rate, the States are given the option of reducing the rate for indi- 
vidual firms, provided the establishment has a stable employment record; at 
present, all States (except Alaska and Rhode Island) have adopted experience 
rating provisions.? As a result, the national average rate paid at the end of 
1957 was 1.3 percent. 


The recommendations for experience rating provisions fall mainly into two 
categories: (a) potential lowering of taxes gives an incentive to firms to sta- 
bilize their work force, and (b) “unstable” employers should bear more of the 
cost for unemployment compensation than “stable” employers. In addition to 
doubting the aforementioned claims, the critics of experience rating argue that 
current financing is inadequate to meet possible rises in the unemployment 


_ *The author is indebted to Professor C. A. Myers, M.T., for helpful criticisms of an 
earlier draft. The research for this paper was done in part while the author was serving as 
a consultant to The RAND Corporation, Santa Monica, California. 

*We shall assume the reader has some familiarity with the principles of “experience 
rating” and unemployment insurance regulations; for survey reading, see R. S. Gallagher, 
“State Differences in Unemployment Compensation Employer Taxes,” Social Security Bul- 
letin, October 1945, VIII, pp. 7-16; C. A. Myers, “Experience Rating in Unemployment 
Compensation,” American Economic Review, June 1945, XX XV, pp. 337-354; R. Reticker, 
“Twenty Years of Unemployment Insurance,” Social Security Bulletin, December 1955, 
XVIII, pp. 3-10; C. C. Thompson, “Some Recent Developments in Unemployment In- 
surance,” Southern Economic Journal, October 1956, XXIII, pp. 151-159; and U.S. Depart- 
ment of Labor, Bureau of Employment Security, Comparison of State Unemployment In- 
surance Laws as of December 1955 (Washington: US. Government Printing Office, 1956). 

* The term “States” includes the usual 49 States, and also Hawaii and Washington, D.C., 
throughout this paper. There are 5 distinct plans now in use (1957), viz., reserve-ratio (32 
States), benefit-ratio (5 States), benefit-wage-ratio (6 States), payroll-variation (6 States), 
and compensable-separations (Connecticut); the distribution of plans has remained about 
the same during the period 1950-1957. (See Labor Market and Employment Security, April 
1955, pp. 19-28.) At present, Alaska and Rhode Island have a uniform 2.7 percent tax rate; 
nominally, Rhode Island has a payroll-variation plan. 
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rate, and undesirable inter-state and inter-industry inequities prevail. We dis- 
cuss each of these issues below. 


II. INCENTIVES FROM EXPERIENCE RATING 


In this section we concentrate on the forces stemming primarily from the 
nature of a firm’s operations which determine its tax rate. To examine the argu- 
ment that experience rating affords effective incentives to employers to stabilize 
employment, let us assume at the start that the economy is being maintained 
in a state of prosperity or in a state of depression, and that a firm’s money 
wage rates and prices are fixed (the latter assumption is made to circumvent, 
at present, a discussion of the incidence of a change in the unemployment tax; 
given fixed money wage rates, the benefits from lower tax rates accrue directly 
to the employer, and the costs of higher tax rates with a given working staff 
and constant selling prices are borne directly by the employer). Few persons 
would argue against the point that an employer, facing the possibility of re- 
ducing tax contributions, tries to take advantage of the lower rates whenever 
possible. The important question is when does the possibility exist? 

The variables influencing whether an employer is to retain or fire an indi- 
vidual certainly include the value prodyct of the individual's labor, an uncertain 
future demand schedule, and inventory holding costs (these variables are not 
meant to be necessarily independent). Given the inherent nature of these fac- 
tors, in all but trivial cases, working out an optimum employment schedule 
over future periods is a very difficult if not virtually impossible problem.* 
Methods of Operations Research that deal with a firm’s production plans can, 
under certain circumstances, prescribe fluctuating levels of production, and 
insofar as unemployment insurance rates influence the optimal schedule, the 
effect will be to stabilize employment. But factors such as inventory carrying 
charges may completely dominate the differential costs from tax rate changes. 
Furthermore, the very complexity of working out a theoretically optimal pat- 
tern is such as to lead one to believe that present-day employers do the best 
they can by relying to a large part on intuition, which probably balances the 
costs of varying employment with alleged savings in payroll reductions and 
lower inventory costs. (Recall we are assuming a given state of economic ac- 
tivity, and therefore macro-economic changes are not yet under surveillance.) 


* For several examples of the complexities of the problems, see K. J. Arrow, S. Karlin, and 
H. Scarf, Studies in the Mathematical Theory of Inventory and Production (Stanford, 
California: Stanford University Press, 1958); C. C. Holt, F. Modigliani, and J. F. Muth, 
“Derivation of a Linear Decision Rule for Production and Employment,” Management 
Science, January 1956, II, pp. 159-177; W. Karush and A. Vazsonyi, “Mathematical Pro- 
gramming and Employment Scheduling,” Naval Research Logistics Quarterly, December 
1957, IV, pp. 297-320; M. Klein, “Some Production Planning Problems,” Naval Research 
Logistics Quarterly, December 1957, IV, pp. 269-286; F. Modigliani and F. Hohn, “On Pro- 
duction Planning Over Time,” Econometrica, January 1955, XXIII, pp. 46-66; H. A. Simon, 
“Dynamic Programming Under Uncertainty with a Quadratic Criterion Function,” Econo- 
metrica, January 1956, XXIV, pp. 74-81; and H. M. Wagner and T. M. Whitin, “Dynamic 
Problems in the Theory of the Firm,’ Naval Research Logistics Quarterly, March 1958, V, 
pp. 53-74. 
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TABLE I 


PERCENTAGE DISTRIBUTION OF TAXABLE WAGES OF RATED ACCOUNTS BY INDUSTRY, 
AND CORRESPONDING AVERAGE CONTRIBUTION RATE* 


1954 1955 1956 1957 

Aver- | Aver- Aver Aver- 
Distri- | | Distri-| | Distri-| | Distri-| 

bution bution bution bution 
Mining | 2511.0) 24/11) 23/1.2! 23/1. 
Contract Construction 6.8)1.6] 7.1/1.8] 7.1] 1.8 
Manufacturing 51.0 | 1.1 | 48.9 | 1.2 | 48.4 | 1.3 | 48.2 | 1.3 
Transportation 8.4/0.8; 8.3 | 0.9 
Wholesale Retail Trade 20.8 | 0.9 | 21.8 | 0.9 | 21.7 | 1.0 | 21.8 | 1.0 
Finance, Real Estate 4.510.8| 4.8/0.8] 5.0 0.8 5.0 | 0.9 
Miscellaneous 0.2/1.6) @.2)1.6] 0.2} 1.7 | 0.2 | 1.7 


* Source: Labor Market and Employment Security, April 1955, pp. 19-28; May 1956, pp. 
16-25; May-June 1957, pp. 7-17; and October 1958, pp. 16-26. 


Let us now drop the assumption to the effect that each firm bears the burden 
of the tax, and assume instead that it is (partly) passed on to employees and 
customers. The incentive argument becomes still weaker. 

Finally, if we allow macro-economic conditions to vary, i.e., if we consider 
an economy with growing inflation or deflation or facing cyclical movements, 
it seems plausible that factors other than unemployment tax costs will be 
most influential in determining a single firm’s production rate. More specifi- 
cally, in a downswing of the economy, with demand substantially curtailed 
for an indefinite period of time, it is unlikely that unemployment insurance 
costs will be an effective deterrent to a firm for laying off workers; also in an 
upswing with demand rising, profitability considerations from swelling sales, 
expanding production, and correspondingly increasing employment, will more 
than likely outweigh any detailed cost analysis of experience rating charges. 

The proposition that the peculiarities of a firm’s operations are of prime 
importance in determining the tax rate is not contradicted by industry aggre- 
gate statistics, Table I. During the period 1954-57, the industry average con- 
tribution rate remained about the same or increased slightly for each industry, 
but in 1957 differed among industries from .9 percent in finance and real estate 
and transportation, to 1.8 percent in contract construction. The size of a firm, 
measured by the amount of taxable wages generated, does not appear in the 
aggregate to have an important influence on the tax rate, Table II. Although 
the average rates for all size firms are nearly the same, the slight upward trend 
in the average rate is again noticeable. The upward trend is also visible in the 
shifting of the distribution of firms having various, rates.* Thus any incentive 
toward stabilizing employment emanating from experience rating provisions 


*See Labor Market and Employment Security, April 1955, pp. 19-28; May 1956, pp. 16- 
25; May-June 1957, pp. 7-17; and October 1958, pp. 16-26. 
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TABLE II 
PERCENTAGE DISTRIBUTION OF TAXABLE WAGES OF RATED ACCOUNTS BY SIZE 
OF FIRM, AND CORRESPONDING AVERAGE CONTRIBUTION RATE* 


1954 | 1955 1956 1957 
(is thousand) P Perc P 
ercentage) 4 ercentage) average centage 4. ‘ercentage, 4. 
Under 20 5.5 1.2 5.9 1.2 5.9 1.3 b 1.3> 
20-50 8.1 1.1 8.4 1.1 8.6 1.2 b 1.2> 
50-100 7.9 1.1 8.1 1.1 8.2 1.2 8.3 1.3 
100-250 11.5 1.1 11.7 11.8 1.3 11.9 1.3 
250-500 8.6 1.2 8.8 1.2 8.7 1.3 8.8 1.3 
500-1000 8.8 1.1 9.2 1.2 9.2 1.3 8.8 1.3 
Over 1000 49.6 1.0 48.0 1.0 47.6 ) 47.4 1.2> 


*Source: Labor Market and Employment Security. April 1955, pp. 19-28; May 1956 
pp. 16-25; May-June 1957, pp. 7-17; and October 1958, pp. 16-26. 
> Estimated or not available. 


is dominated in these statistics by other factors. It must be allowed that only 
tentative conclusions should be drawn from these statistics, since the time span 
is limited and the numbers are aggregates over all plans, the provisions of some 
of which have changed. At the moment, these are the only nationwide data 
available. 

At the inauguration of experience rating, one might make a good case for 
employers having a new and effective incentive to stabilize employment; even 
a “bandwagon” effect was noticeable at the start.5 But now after more than 15 
years of the various plans, it seems doubtful that any large scale changes in an 
employer’s practice are yet to be made because of tax rate differentials.* (A 
new force which has a greater a priori chance of causing changes in employ- 
ment patterns is the spread of the guaranteed annual wage.) If multiple tax 
rates disappear, in all likelihood few, if any, firms will de-stabilize employment, 
since a stable work force when profitable is undoubtedly so for reasons other 
than just tax savings. Although it is still in vogue to claim that an effective 
stabilizing incentive exists, one is hard pressed to find any (statistical) firm 
studies demonstrating an incentive effect during, say, the last 5 years. Note 
that a true test for an effective incentive is not whether a firm realizes that 
stable employment cuts the tax rate, but whether the firm would act differently 
if differential rates were not in effect; such a “test” is not easy to make. 

It may be argued that a truly effective tax incentive for employment stabili- 
zation is not so much the multiple rates provisions as the maximum tax base 
provision. For example, if an employer over a year’s time needs $6,000 worth 
of labor services, he is financially better off (to say nothing of the effects on 
personnel relationships) to employ one person for $6,000 but pay taxes only on 


*See Myers, op. cit. 
*The impetus remains to a limited extent as new employers are typically taxed at the 
full 2.7 percent rate. 
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the maximal base of $3,000, than to employ two persons for a shorter time at 
$3,000 each and pay taxes on the whole $6,000. 

Methods of avoiding tax costs other than stabilizing techniques are also 
utilized by some firms (justifiably in certain instances) and by the business 
community as a whole, e.g., attempting to disqualify unemployed persons from 
receiving benefits both by appealing the granting of benefits to particular per- 
sons and by pressuring State legislatures to make disqualification provisions 
more severe in general;* and by opposing increases in benefit amounts and 
duration. 


Ill. ALLOCATION OF SOCIAL COSTS OF UNEMPLOYMENT 


An equally espoused argument for experience rating is that “those who cause 
unemployment should pay for it.” The argument when stated this briefly seems 
reasonable, but careful examination of the thesis forces one to raise a few 
doubts as to its soundness and practicability. 

First consider that part of the tax burden which is borne by employers. In an 
economy such as that of the United States, where the industrial network is 
highly interconnected, it is painfully naive to relegate fully the cause of unem- 
ployment to those firms that lay off men. To illustrate the issue, consider a raw 
materials industry which is temporarily shut down because of a labor strike. 
Purchasers of these raw materials in turn may temporarily have to lay off 
their own workers; are these latter firms responsible for the unemployment? 
In some sense they are (the raw material users could have held larger buffer 
stocks), but we do not agree that they necessarily should bear the full costs 
for their induced unemployment. In the struck industry the employees may not 
be entitled to unemployment benefits, and hence the industry may essentially 
contribute nothing toward paying for unemployment benefits given elsewhere, 
for this industry may have a good experience rating. 

As we mentioned above, during cyclical movements in the economy as a 
whole, a firm’s policies to a large extent are influenced by economic forces be- 
yond its control. In a prolonged downswing a firm may be all but helpless in 
laying off workers, and we may question whether it makes any sense to saddle 
a particular firm with a tax burden purely due to external factors. A similar 
argument can be made for the upswing. As we shall discuss in the next section, 
the inequities apparently engendered by cyclical movements in fact are partly 
mitigated by the reverse movement in the total wages bill, and a fortiori the 
total contribution. We are led to the paradoxical situation that if the desire 
is to increase the real burden on an errant employer, the experience rating sys- 
tem does not do so well as it might, and if the desire is to cushion the burden 
of uncontrollable unemployment, the system does better than is commonly 
supposed. The countervailing tendency can be removed (or enhanced) increas- 
ing (or decreasing) the rate differentials. 

The social cost hypothesis is further complicated by the fact that an em- 


*The three most important causes for disqualification are voluntary leaving, discharge 
for misconduct, and refusal of suitable work. 
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ployer’s tax rate is influenced by the wage rates of those persons he lays off 
as well as by the number of such persons. Thus even if the unemployment rate 
and duration of unemployment associated with each firm were identical, there 
would be a difference in tax rates.* To the extent local wage rates are inde- 
pendent of the firm’s employment policy, social cost is partly levied on the basis 
of a factor unrelated to the rate of unemployment. But it can be said that since 
the level of benefits to an unemployed worker paid out of State reserves is a 
function of his wage rate, a firm should be penalized more for laying off an 
employee who is more highly paid vis-a-vis a firm laying off a worker who is 
less paid. 

With respect to that part of the tax burden levied on consumers, if con- 
sumers’ demand is needlessly cyclical and directly causes the firm to vary its 
production and employment, a higher tax passed on to them might cause them 
to smooth their pattern of expenditures and accept the alternative burden of 
storage costs. But even if the total amount of the tax were shifted, the per- 
centage increase in the final price of a commodity is likely to be so negligible 
as to be imperceptible and inconsequential to the consumer. 

Finally the degree of tax shifting is mainly influenced by market conditions 
in such a manner that even if, say, consumers were totally responsible for 
fluctuations in empleyment, they might only pay a negligible amount of the 
tax. Consequently the likelihood of experience rating even approximately re- 
sulting in the correct assignment of social costs is questionable. 


IV. ANTI-CYCLICAL FINANCING 


Critics of experience rating hold that with the present system poor fiscal 
management results as a consequence of cyclical movements in the economy. 
Whenever the economy is in a sustained state of full employment, tax rates 
are lowest; whenever the economy is in a prolonged downswing, tax rates are 
highest. In an effort to insure that firms contribute more when times are pros- 
perous than when times are depressed, proposals have been made to raise and 
lower rates in phase with the business cycle.® A failure on the part of the pro- 
ponents to distinguish between the separate policies of maintaining differential 
rates and of making cyclical across-the-board increases and decreases in rates 
had engendered some confusion. It is certainly possible to have one or both 
policies in operation. 

Since there is a time lag in computing and applying an employer’s tax rate, 
during short term cyclical movements the system does result in proper cyclical 
financing. In Table III it can be seen that the national average rate of contri- 
bution fell in 1954 when gross national product also fell and rose again in 1955 


*See Labor Market and Employment Security, May-June 1957, pp. 7-17. 

*See W. Galenson, A Report on Unemployment Compensation Benefit Costs in Massa- 
chusetts (The Commonwealth of Massachusetts, August 1950); Myers, op. cit.; P. A. 
Raushenbush, “Adjusting Experience Rates to Fat and Lean Years,” Employment Security 
Review, March 1952, pp. 35-40; and W. S. Woytinsky, Principles of Cost Estimates in Un- 
employment Insurance, Federal Security Agency, Social Security Administration (Washing- 
ton: US. Government Printing Office, 1948). 
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TABLE III 
NATIONAL FINANCIAL STATISTICS* 


Item 


Tax Collections, ($ million) 

Interest, ($ million) 

Benefits, ($ million) 

Reserves, ($ million) 

Total Wages of Covered Workers (§ bil- 
lion) 

Taxable Wages of Covered Workers, ($ 
billion) 

National Average Employer Contribu- 
tion Rate 


* Not available. 
** June, 1957. 
® Source: Labor Market and Employment Security, March 1958, pp. 11-23. 


when the economy recovered. The increased and sustained rates in 1956 and 
1957 are due mainly to increased coverage of firms, which are taxed at the full 
2.7 percent rate. As of March 1958, the delay in the computation of new rates 
on the basis of unemployment figures for the last six months of 1957 has re- 
sulted in no appreciable change in the contribution rate. The suggestion to 
change tax rates cyclically presupposes a mechanism which makes the altera- 
tions promptly, for if such were not feasible, an adverse financial policy would 
occur during short term cycles. 

Furthermore a built-in long or short term cyclical property is derived from 
the fact that the total taxable wages bill varies without lag along with the 
level of prosperity, so in prosperity even though the contribution rate for a 
firm may be declining, its total contribution is likely to be rising. Assuming 
that the taxable wages bill varies by a larger percentage than the variation in 
the tax rate, then the net effect is a correctly patterned inflow of funds. Con- 
sequently the issue of changing the contribution rates cyclically reduces to one 
of the desirability of accentuating the present fluctuations in tax collections.'” 


V. ADEQUACY OF STATE RESERVES 


Solvency of reserve funds is an involved topic for at least two reasons. First, 
national aggregates are not too helpful, as there is no pooling of reserves among 
the States and compensation is paid from separate State funds. Secondly, sci- 
entific evaluation of reserve solvency involves a necessarily approximate fore- 
east of future flows. 

The change in the reserve levels each year is by definition the net result of 
the inflow and outflow of funds. The inflow stems primarily from two sources, 


*Tt should be recognized that pay-as-you-go financing appeals strongly to most State 
legislatures, so politically the debate really ranges over the three possibilities of changing 
the rates cyclically, anti-cyclically, or not at all. 


465 
|| | 1953 | 1954 1955 1956 | 1957 
(1348 | 1136, | 1209 | 1463 | 1344 
201 199' | 185 | 200 220 
962 2027 1350 1380 1734 
8912 | 8219 8263 8573 8662 
139 137 149 165 | * 
100 97 | 103 110 114** 
1.18 1.32 1.3 
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viz., interest (at approximately 2.5 percent in 1957) on current reserves held 
in Federal Government bond issues, and unemployment tax receipts.’' The 
collections themselves depend on the number of persons employed and the 
amount of taxable wages (a figure which in turn is a function of workers’ wage 
rates and lengths of time employed). The outflow in benefits varies with the 
number of unemployed persons eligible for benefits, the level of benefits (under 
each State law a function of a workers’ previous contributions and number of 
dependents), and the length of time each person is unemployed and receiving 
benefits. Table III summarizes the national aggregates for the purpose of dis- 
playing the dollar magnitudes involved. Unlike old age and survivors insur- 
ance, aggregate and statewide unemployment compensation drains may vary 
widely over the years and are predictable only insofar as the general level of 
economic activity and future legislative enactments are predictable. 

There are various measures used for evaluating the adequacy of present 
State reserves. The immediate criterion is whether reserves have decreased due 
to benefits exceeding current taxes plus interest earnings on past reserves. 
Between August 31, 1957, and August 31, 1958, 47 States showed a decline and 
4 States showed an improvement in reserves; between March 30 and April 30, 
1958, 46 States witnessed a decrease in reserves.’* By August 31, 1958, 29 
States had an increase in reserves over the figure for July 31, 1958. Another 
criterion is known as the loan-fund ratio, which is the ratio of reserves to 
benefits paid for one year. If the ratio falls below one (i.e., benefits “last year” 
exceed reserves “this year”), a State may borrow from the Federal Govern- 


ment under provisions given in the Employment Security Administration Fi- 
nancing Act of 1954.'* The national average loan-fund ratio by August 31, 
1958 is 2.3 as compared to 5.7 at August 31, 1957. Table IV summarizes the 
distribution of such ratios for all States. 

The noticeable increase between 1957 and 1958 in the number of States having 


“Under the Employment Security Administration Financing Act of 1954 (see Labor 
Market and Employment Security, July 1955, pp. 1-4, 13, 19-36), known as the Reed Act, 
a State may borrow interest free from the Federal Government if its own funds are nearly 
or completely exhausted. There are certain limitations on the borrowing—the Federal 
Government has set an upper limit to the amount of funds it will lend in toto (the entire 
reserve will be at most $200 million, which is slightly less than 1/40 the present total com- 
bined reserves), and a State may borrow no more than the maximum amount of benefits 
spent in any of the last 4 complete quarters, implying that if new unemployment is steadily 
growing, borrowing from the Federal Government will not be sufficient for new claims. 
Eventually the State must either repay the loan, or the maximum allowable tax reduction 
(now up to 2.7 percent) by the Federal Government will be automatically reduced, and 
increased employers’ contributions to the Federal Government will be used to repay the 
loan. In January 1957 and February 1958 Alaska received advances of $2.6 million and $3 
million in July, 1958; in April 1958, Oregon received $14 million. 

This same act also provides for a refund to the States of certain excesses of Federal 
unemployment tax collections over employment security administrative expenditures. Ac- 
cordingly in July 1956, $33.3 million was returned to the States as excess during fiscal year 
1955 (see Labor Market and Employment Security, March 1958, pp. 11-23). 

™See Labor Market and Employment Security, May 1958, p. 48, and June 1958, p. 45. 

“See footnote 11 above. 
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TABLE IV 
LOAN-FUND RATIO DISTRIBUTION® 
(Number of States) 


Ratio* Dec. 31, 1954 Dec. 31, 1955 Dec. 31, 1956 | Aug. 31, 1957 Aug. 31, 1958 

Less than 1 1 1 1 1 4 
1-2 3 1 0 3 5 
2-3 4 1 4 | 3 18 
344 7 4 2 | @ 8 
4-5 13 4 4 | A S 
5-6 7 9 5 | 5 0 
6-7 6 4 6 8 3 
7-8 2 6 7 6 3 
8-9 1 8 4 6 2 
9-10 0 3 4 | | 0 

Over 10 7 10 14 | 8 0 
National 4.1 6.1 6.2 + 2.3 


* The divisions do not include their upper limit; e.g., 3-4 does not include ratios of 4- 
*Source: Labor Market and Employment Security, March 1958, pp. 11-23; October 1957, 
p. 54; and October 1958, p. 64. 


low ratios is due both to the State reserves declining and to the benefit pay- 
ments rising. It is likely that a protracted or deep recession would result in 
serious solvency problems; even a three-year depression would pose serious 
difficulties. Curbs to fund dissolution are provided by the mechanism of ex- 
perience rating, automatic provisions in State laws changing rates when sol- 
vency is threatened, new legislation, federal grants, and exhaustion of benefit 
payments; but the swiftness with which reserves have dropped since the last 
four months of 1957 is a warning that these devices may be of the “too little- 
too late” variety. If the upturn is sufficiently swift, new higher contribution 
rates will be applied against an increasing wages bill, and as a result reserves 
will be boosted. At such a time, States having a precarious reserve level would 
be well advised to consider at least an across-the-board increase in rates if not 
a closing of the differentials in an upward direction. 


VI. INTERSTATE VARIATION 


From an academic point of view, the policy of differential contribution rates 
and the setting of the levels themselves are distinct issues; i.e., a State may 
have a high uniform rate, high rates with differentials, a low uniform rate, or 
low rates with differentials. Similarly a State may witness reserve difficulties 
with or without differential rates, and with high or with low rates. Nevertheless, 
from a political point of view, there is a tendency for legislators both to raise 
rates and close the differentials whenever the reserve position is threatened. 
For this reason we find it appropriate to discuss the question of interstate 
variations in the context of both the equity and solvency issues. 

Differences in contribution rates among States are substantial. Table V in- 
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TABLE V 


PERCENTAGE DISTRIBUTION OF ACTIVE ACCOUNTS ELIGIBLE FOR 
RATE MODIFICATION IN 1957* 


| 


Total* i Wage R ti 
atio 
lan lan - 


0 
4 
3 
4 


3 
5 


Average Rate 
Number of States 


* Excludes Alaska and Rhode Island which have a uniform rate of 2.7 per cent; includes 
Connecticut: 0, 57.6, 33.0, 0, 9.3, 0. 

** Mississippi, Rhode Island, Utah, Washington; other types of payroll variation are 
used in New York: 0, 22.7, 26.8, 25.0, 2.7, 22.9; Montana: 0, 59.6, 18.3, 2.8, 19.3, 0. 

* Source: Labor Market and Employment Security, October 1958, pp. 16-26. 


dicates the 1957 percentage distribution of active accounts eligible for rate 
modification in the various types of experience rating schemes as well as the 
average employer contribution rate. From 1951 through 1957 (figures are not 
yet available for 1958) approximately half the number of active accounts 
throughout the nation have contributed at less than a 1 percent rate, and 
during the same period the benefit-wage ratio plans have had lower average 
contribution rates than any other plan, and payroll variation plans have had 
higher average contribution rates. 

Although historically the States have been given wide latitude in selecting 
their own experience rating provisions, the wide variance of tax burdens among 
States may lead one to the conclusion that an equitable policy would be to 
eliminate the extreme differences by more definite Federal legislation on ac- 
ceptable State financing policies. The claims that each State can best decide 
what benefit rates are adequate, how heavily industry should be taxed, and 


TABLE VI 
CORRELATION BETWEEN AVERAGE TAX RATE AND LOAN-FUND RATIO* 
(Percentage of States) 


Median of State Loan-Fund Ratios 


Below Above 


Median of State Average Employer Contribu- 
tion Rate 

Below 23 29 

Above 29 19 


* Source: Labor Market and Employment Security, October 1958, pp. 16-26, 64. 
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Rate j Ratio Variation 
| = = 
0.0 6.0 8.7 6.4 : 
0.1-0.9 43.4 41.2 74.4 73.9 
1.0-1.8 21.6 23.2 19.2 §.7 
1.9-2.6 11.6 7.4 2.1 
12.7 16.8 11.9 
2.75-4.0 4.6 2.7 0 0 
ie 
49 32 6: 5 
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how high reserves must be to insure solvency are legitimate within bounds. 
The previously mentioned complex intertwining of industry in the United 
States economy and the influence of Federal spending are compelling factors 
for Congressional responsibility in the establishment of minimal (rather than 
the current maximal) standards on tax rates and reserves for all States. A 
more far reaching proposal is the pooling of State reserves, but despite the 
actuarial benefits which might be gained from such aggregation, it is unlikely 
to receive the needed political support. There is some factual evidence given 
in the following paragraph to indicate that a certain degree of interstate varia- 
tion is tolerable. 

It should be noted that currently available data do not uphold the proposi- 
tion that States with lower average employer contribution rates are likely 
to have solvency difficulties. In Table VI we classify States as to whether they 
fall above or below the median State average employer contribution rate (as 
of December 31, 1957) and the median State loan-fund ratio (as of August 31, 
1958). Observe that 23 percent of the States fall in the low rate-low ratio 
category. The 29 percent of States having a high rate-low ratio position gives 
credence to the conclusion that high average rates alone are not adequate for 
fund solvency. 


VII. RECOMMENDATIONS AND SUMMARY 


Our analysis leads us to the following policy recommendations. 

1. The range of rate differentials within and among States should be tight- 
ened (if not eliminated) by Federal legislation. 

2. Permissible State variations in the contribution rates should be prescribed 
with reference to reserve solvency data, i.e., absolute levels of tax rates and 
the amount of allowable differentials should depend mainly on the State’s re- 
serve status and benefit payments. 

We have reached these conclusions by arguing-that the current provision 
for rate differentials is virtually an ineffective incentive to stabilize employ- 
ment relative to the other internal and external economic variables influencing 
the variation in a firm’s work force, that there is little reason to believe the 
differentials assign even approximately correct burdens on employers and con- 
sumers, that present differences in rates among States seem excessive and in 
some instances threaten reserve solvency, and that fund solvency can only 
be assured by a policy with scope sufficiently broad to ride out business cycles 
and protect workers in all States. We have not espoused the recommendation 
that a uniform rate must be enacted for all States once minimal solvency pro- 
tection has been assured; each State should have some discretion as to the tax 
burden it wishes to levy. We have stated that experience rating provisions as 
now operating (almost fortuitously) provide correct movements in rates for 
short term cycles; but it is our opinion that a diminution of experience rating 
differentials combined with a more direct cyclical scheme of varying overall 
rates would provide financial benefits outweighing those presently in effect. 


COMMUNICATION 


A NOTE ON A FORMULATION OF THE SOCIAL 
PRODUCTION FUNCTION 


The social production function, a theoretical concept by means of which the 
potential productive powers of the society can be considered, occupies an im- 
portant place in the theory of welfare economics. Such a function can be used to 
find the maximum amount of a commodity that an economic system can produce, 
given the outputs of all other commodities and all the inputs, or it can be used 
to identify the minimum amount of an input required, given the quantities of 
all other inputs and the quantities of all outputs. Moreover, this function is 
thought of as being directly related to the production functions of the individual 
firms in the society, so that the quantities of outputs that appear in the social 
production function are those which have been subjected to the maximizing be- 
havior of the individual extrepreneurs. 

It should be obvious that such a construction is useful to economists who are 
concerned with problems of the productive efficiency of the economy as a whole, 
and it is true that the concept has intuitive appeal. However, we have not been 
able to find a discussion in the literature in which the mathematical properties of 
such a function have been worked out. Furthermore, the conditions under which 
such a function would exist, when it is required that it be related in a definite 
sense to the production functions of the individual firms, have not been satisfac- 
torily explored. It is curious that a concept which appears so frequently in the 
literature should have such uncertain properties within the theoretical apparatus 
itself. It may well be that economists are using a notion which actually does not 
exist—at least within the model—or that they are using a concept which is more 
restricted than they currently believe it to be. 

The only source known to this writer in which an attempt is made to derive a 
social production function by the use of mathematics is the recent book by Graaf.’ 
The formulation appearing there, however, is incorrect. Since this appears to be 
the only source currently available, and since Graaf has advanced this derivation 
unhesitatingly and with few qualifications, a more careful formulation of his 
problem and an indentification of its errors would seem to be in order. Perhaps 
this will prevent others from believing that the problem of deriving the social 
production function has been solved. 

We will begin by restating Graaf’s derivation, using his symbolism through- 


1 J. deV. Graaf, Theoretical Welfare Economics (New York: Cambridge University Press, 
1957), p. 178; see Chapter II, particularly the appendix, pp. 28-32. Graaf uses the term 
“social transformation function’’ throughout his discussion. Since in mathematics the 
words function and transformation are interchangeable, we prefer to identify this concept 
as the social production function. 
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out; then we will indicate the points which render his formulation incorrect and, 
as we will see, contradictory. : 

Let a = 1, --+ , m represent firms, let 7 = 1, --- , n represent commodities, 
and let x represent the quantity of the i” good produced by the a® firm in a 
moment of time. If z,* is positive, then 7 is an output; if z,* is negative, then 7 
is an input. The quantity X;, is defined to be society’s net output of the 7” com- 
modity, where 

X, = Daze (i = 1,++-,n). (1) 


Given m production functions of the individual firms which satisfy 


we seek a function of the X; satisfying 
T(X,, X2,-°-:, Xn) = 0, (3) 


where the X, are defined by (1). The function (3) will specify the maximum 
value that each X; can assume, given the remaining XY values. Hence we wish 
to maximize each of the X; in turn, subject to the equations (2), holding all other 
X values constant in each case. According to Graaf, a social production function 
may be built up by performing this maximization procedure. 

As our first step we form the function 


where the uv; and the A* are Lagrange multipliers. Since we will maximize each of | 

the X, in turn, in any given maximization process we will have m of the \* and 

n — 1 of the uw, serving as undetermined multipliers, the remaining y, being set 

identically equal to 1. However, we will not specify which of the X; we are maxi- 

mizing until a later stage. 

The first order or necessary conditions for a maximum are that the first partial 
derivatives of the function (3a) be equal to zero, 

(8 = 1, --+,m) 

The Lagrange procedure yields, of course, n + m + nm equations from (1), (2)» 

and (4), in the n + m + nm unknowns, u; , \* and x,*. Now take the total differ- 
entials of (2), multiply by A’, and consider the sum over a, 


-0. (4a) 


(4) 


From (4), we see that 


so (4a) becomes 


de? = 0, 


2 There will be one exception. Graaf’s summation extends over firms /,..., ». We will 
number the firms /, ..., m. 
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which, using the differentials of (1), further reduces to 
ui dX, = 0. (5) 


It is shown in advanced calculus books that if we know that : u, dX; is the 


total differential of a function, i.e., if we know that dT = >- u;dX;, then 
= providing the integrability conditions 


(6) 
are satisfied. Suppose that conditions (6) hold. Then the line integral 
dX; 


is independent of the path of integration. This means that the line integral 
around any closed curve c will be zero. 


Let uw. = 1. Then 


=- 


ec i=l 
and we can find a function 
Xe = F(X,, » 
such that 


n—l 


dF = — dX,. (7) 


i=1 
Then we can write 
X, — F(X1, , Xa) = T(X1, X2,°--, Xa) = 0, (8) 


where the function T(X,, --- , X,) is the social production function. 

This development contains two crucial errors which render it invalid. Before 
we consider these, however, two minor shortcomings should be noted. First, the 
use of Lagrangean methods, when both necessary and sufficient conditions are 
satisfied, leads to local or relative extreme points. Whether such points are ab- 
solute maxima or minima 1s a question which requires additional consideration. 
This should always be indicated when these methods are used. Secondly, when 
line integration is used, the mathematical requirements on the relevant functions 
should be specified clearly (definition in a simply connected domain, differentia- 
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bility, ete.), and the full meaning of the integrability conditions for the problem 
at hand should be brought out. 

Now for the important errors. The sequential maximization principle used is 
a curious one. If we begin with a consideration of the maximization of X, , this 
procedure requires that we hold the remaining X values constant and then maxi- 
mize subject to the indicated restraints. This means that the maximum of X, 
depends upon the levels at which the remaining X values are held constant, there 
being a different maximum of X, for each different distribution of levels at which 
the other X values are held constant. The maximum value of X, is unique only 
when the remaining X values are held constant at their respective maxima (this 
would also be the only value of X, that would be of interest in an economic effi- 
ciency discussion). Suppose then we assume that Graaf means for us to hold the 
remaining values constant at their maximum levels in the sequential maximiza- 
tion process. Then we are in a contradictory situation as soon as we consider the 
maximization of X, , for in this case we seek the maximum of X, , assuming now 
that we do not know it, but know the maximum of X, and of X;, --- , X,. We 
are in fact assuming that we know what we didn’t know when maximizing X, 
and that we no longer know the maximum value of X,—which is precisely what 
we assumed we knew in order to carry through the prior operation! This maxi- 
mization procedure (which was, we believe, first introduced by Lange,* who used 
it carefully for other purposes) breaks down when one attempts, as Graaf does, 
to derive not one maximized X; but a set of maximized X; . The point is this: 
what is required in the social transformation function is not sequential maxima 
arrived at in this way, but rather a set of simultaneously determined maximum 
values.‘ 

Even if we accept the sequential procedure for the moment, the derivation is 
still incorrect. Consider the expression (5) deduced by Graaf, 


Dui dX; = 0. 


This necessarily implies that 4; = 0 for all 7, since the dX, are arbitrary incre- 
ments. This means two things. First, since the Lagrange multipliers for all X,; 
are identically zero, this indicates that none of the X,; enter as restraints. This is 
contrary to Graaf’s initial statement of the problem, and it upsets his maximizing 
procedure entirely. (This outcome is a mathematical counterpart of the verbal 
discussion above concerning the sequential maximizing procedure, and it further 
illustrates the fallacies of it.) Secondly, if u; = 0, then we cannot place yu, = 1; 
hence Graff’s discussion from the conditions (6) onward is incorrect and he has 
not in fact derived the function T(X,, --- , X,). 


University of Michigan W. ALLEN Spivey 


QO. Lange, “The Foundations of Welfare Economics,’’ Econometrica, July-October, 
1942, Vol. 10, pp. 215-28. See particularly pp. 216-17, 224-25. 

‘It is at this point that the deep problems of the interrelationships between the produc- 
tion functions of the individual firms and the social production function enter the picture. 
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ESCALATOR WAGE CONTRACTS AND REAL INCOME 


It may be shown that escalator wage contracts, which are designed to “com- 
pensate” for changes in the price level, increase the real income of covered 
workers under the following conditions: (1) If the change in the price level 
is accompanied by a change in the relative prices. (2) If the price index on 
which the wage changes are based is constructed from budget weights which 
correspond to the expenditure distribution in the budgets of covered workers. 
(3) If changes in expenditures by covered workers are not sufficiently great 
to affect relative prices of the goods they purchase. (4) If covered workers 
dispose of their income rationally. The argument may be developed in terms 
of the following numerical example and graphic presentation.’ 

Assume that auto workers spend 20% of their income on housing. This ex- 
penditure pattern may be illustrated by point A in Figure 1 in which housing 
and all other goods are plotted on a conventional indifference curve diagram. 
A 50% increase in the price of housing would lead auto workers to change 
their expenditure pattern to that indicated by point B, but the same increase 
in the price of housing also raises the consumer price index, and, thereby, auto 
workers money income, by 10%. This increase in money income is large enough 
to permit auto workers to purchase the old combination of goods A, if they so 
wish. That is, the escalator wage increase results in a parallel shift of auto 
workers budget line from B until it again passes through the original point A. 
Auto workers have been “compensated” for the income effect of the price 
change. The substitution effect remains, as is indicated by the fact that the 
slope of the new budget line ¢ differs from the slope of the old budget line A. 
Because this new budget line ¢ passes through point A, auto workers may 
continue to buy the old combination A, but since the price of housing relative 
to other goods has increased, they may wish to buy less housing and more 
other goods as indicated by point C. Because in effect the budget line has 
been rotated around point A, combination C is necessarily on a higher indif- 
ference curve. That is, auto workers real income has increased. The escalator 
clause compensation which is based on observed prices and quantity is greater 
than the change in real income. A compensation which would leave real income 
unchanged could not be based on observable prices and quantities only but 
would require acquaintance with people’s indifference curves. Moreover, the 
larger is the change in relative prices, the greater will be the difference between 
the change in “real” income and the change in “apparent real” income for 
which escalator clauses compensate the worker.? The escalator clause income 
adjustment is an example of the “compensating variation” discussed by Slutsky 


*The idea underlying this argument was originally suggested by one of the author's 
students, Mr. Bruce Seeds, and was further developed through discussions with his col- 
leagues Messrs. Boris Pesek and Frank Child. Any remaining shortcomings are, of course, 
the sole responsibility of the author. 

* For a discussion of these points see J. R. Hicks, Value and Capital, pp. 329-331, as well 
as several articles by Hicks and by Bowley in the Review of Economic Studies for the 
years 1940 through 1944. 


COMMUNICATIONS 475 


while the adjustment which would leave workers real income unchanged is 
an example of the “equivalent variation” suggested by Hicks. 

A renewed decline in the price of housing and the price level, for which 
workers are “penalized,” will increase auto workers’ income still further if in 
the meantime the budget weights of the price index have been adjusted to 
reflect the change from A to C of workers’ consumption pattern. The decline 
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in the price of housing would induce auto workers to purchase combination D 
on budget line d if they were not “penalized.” If the price index budget 
weights have been adjusted to reflect workers new expenditure pattern, the 
decline in workers’ money income which the escalator clauses now brings about 
will none the less permit them to continue to buy the old combination C. Again, 
the effect is that the budget line is rotated through point C until it is parallel 
with the budget line which would prevail in the absence of an escalator clause 
(d). But, also again, although workers have the option of purchasing the 
earlier combination C, they will now purchase combination E which is neces- 
sarily on a still higher indifference curve. That is, workers’ real income is now 
higher than it was in the first instance before the price of housing rose and 
higher even than it was after it had risen in response to the first change in the 
price of housing. Had the budget weights from which the price index is con- 
structed not been adjusted in the meantime, the new budget line e would be 
the same as the original budget line a; and the workers would be as well off 
as they were before any price changes had occurred. Thus, escalator contracts 
seem to contain a ratchet which provides increases and prevents declines of 
covered workers real incomes in response to price changes. 

The effects and implications of this real income ratchet may be examined in 
terms of the conditions for its existence which were stated in the opening 
paragraph. That in the real world price level changes are accompanied by 
changes in relative prices may be taken for granted. We cannot, of course, 
expect that the budget weights in the consumer price index reflect the weights 
of particular individuals’ budgets. But, speaking of workers covered by es- 
calator clauses as a whole, the price index weights probably reflect the budget 
weights of that group as well as they do those of any other group on the 
economy. It is not the case, however, that the price index weights are adjusted 
to reflect all changes in consumer expenditure patterns, much less in the ex- 
penditure patterns of workers covered by escalator clauses, as was assumed 
in the example above. It is the case that only relatively few income recipients 
now have escalator clause wage contracts. Therefore, we should expect changes 
in their expenditure pattern to have relatively little influence on relative prices 
in the economy as a whole. The expenditure pattern of auto workers, for in- 
stance, can, however, be expected to affect the price of locally supplied goods, 
notably the price of housing in Detroit. Of course, if all income earners were 
on escalator contracts, the claims to increased real income on the part of 
everybody put together, to which escalator clauses would give rise, could not 
be satisfied by the economy unless it were able to increase the supply of goods 
without cost. 

In short, it may be argued with some claim to making statements relevant 
to the real world that escalator wage contracts serve to increase the income of 
covered workers at the expense of others in the economy. Moreover, the im- 
plications of the conditions under which escalator clauses so benefit covered 
workers are that these workers (the UAW) should seek more frequent adjust- 
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ment of the budget weights in the price index to reflect their own expenditure 
pattern and that they should seek to prevent others from getting escalator 
contracts as well, lest an increase in the number of people on escalator clauses 
lead to relative price changes in response to changes in their own expenditure 
pattern. 

Michigan State University ANDREW GUNDER FRANK 
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Business Cycles and Economic Growth. By James 8. Duesenberry. New York: 
McGraw-Hill Book Company, 1958. Pp. xii, 341. $6.50. 

There is little theory of growth, per se, in this book by Professor Duesenberry, 
though considerable attention is paid to conditions and relationships that may 
appear to be essential for steady growth. Duesenberry’s main concern is with 
unsteady growth, that is, with business fluctuations. 

Duesenberry approaches business cycle theory from the right direction, and 
reaches some sound conclusions. He (1) summarizes neoclassical growth and 
equilibrium theory, the Keynesian criticism of that theory, and post-Keynesian 
business cycle theories; (2) criticizes the post-Keynesian theories; (3) develops 
an improved model of the income determination process; and (4) considers in 
the light of this kind of process (a) the assumption of many of the recent theories 
that business booms and depressions (cycles) occur as a result of the basic char- 
acteristics of the economic system, and (b) the reaction of the system to exog- 
enous disturbances and the magnitude of the impact of adverse shock. He con- 
cludes that “ceilings” in normal economic processes are not likely to cause serious 
difficulties, that major depressions have been produced by shocks and not by a 
regular cycle-producing mechanism, that such shocks have been of various types, 
and that differences in amplitude and duration of depressions are explained 
' partly by differences in the character of shocks and partly by miatertont changes 
in the structure of the economic system. 

The reviewer found Duesenberry’s exposition difficult to follow. This is partly 
due to the inherent difficulty of presenting involved, closely argued, analytical 
material in language easy to understand. But part of it is due, I think, to the 
haziness, in an operational sense, of the theoretical constructs used in much of 
the modern theory with which Duesenberry is concerned. To the extent that I 
have been able to understand what Duesenberry has said, his development of 
his thesis seems to me for the most part to be of excellent quality. This is par- 
ticularly true of his criticism of the post-Keynesian business cycle theories of 
Hanson, Hicks, Goodwin, Harrod, and Kaldor, of his improved model of the 
income determination process, and of the reasoning leading to his conclusion that 
major depressions are the consequences of shock rather than a cycle-producing 
mechanism. His rejection of the theories he criticizes and his acceptance of the . 
shock theory of business depression causation is based, properly, in part on his 
theoretical analysis, and in part on a comparison of available data relating to 
specific depressions with crucial assumptions involved in the rejected theories. 

Nevertheless, the book has serious deficiencies. As with Keynes and most post- 
Keynesian writers, Duesenberry’s conception of pre-Keynesian theory is con- 
fined almost entirely to equilibrium analysis—ignoring most of the theory per- 
taining to the extent and consequences of departures in the real world from the 
simplifying assumptions underpinning equilibrium theory. Because of this Due- 
senberry does not realize how much his conclusions approach those of pre-Key- 
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nesian economists who gave close attention to business fluctuations, nor how 
far he falls behind them in perceiving the essential character of the shocks that 
have precipitated major depressions. His view of the nature of depression-pro- 
ducing shocks is superficial. He stresses the cessation of investment booms, such 
as the interruption of railway construction in 1873, and the collapse of specula- 
tive booms, such as that in commodity prices in 1920 and in stock prices in 1929, 
but does not examine the possibility that all of these were associated with mal- 
functioning of institutions so vital to a money-using economy as those that pro- 
vide the nation’s circulating medium. Though he recognizes that monetary policy 
and credit stringency may terminate a boom and tend to produce a depression, 
he obviously has not examined the record to see to what extent instability in 
the supply of credit in the form used as circulating medium might have been as- 
sociated with the various collapses of prosperity to which -he refers. 

Duesenberry argues that the American economy of the 1920’s was more sus- 
ceptible to the impact of shock than in the nineteenth century, and that this 
helps to explain the severity of the depression of the 1930’s. The superficiality 
of this inference is evident from the fact that he gives no attention to the pos- 
sibility that there might have been a more continuing series of adverse shocks 
during the early 1930’s than at the time of the earlier depressions which he 
mentions. 

What Duesenberry has done may be described as the clearing away of a mass 
of irrelevant material piled on business fluctuation theory by Keynes and his 
successors. The reviewer would like to suggest that Professor Duesenberry 
should now proceed with a more positive theory of the development of major 
depressions, beginning with a detailed examination of pre-Keynesian theory of 
the impact of monetary developments and policies on the course of business. 
Translation of that theory of business fluctuations, with appropriate detail re- 
garding functional relationships and time sequences, into the mathematical 
logie and symbolism now used in economic analysis would be a task worthy of 
his great talent. With that accomplished he could confront the theory with a 
careful study of the factual developments surrounding the great depressions in 
our past, and thereby make a profound contribution to the theory of business 
fluctuations and their relation to growth, instead of merely exposing, as he has 
done in this book, the inadequacy of Keynes and post-Keynesians. 

McLean, Virginia CLARK WARBURTON 


State Regulation of Commercial Motor Carriers in North Carolina. By Clyde 
C. Carter. Chapel Hill, N. C.: University of North Carolina Press, 1958. 
Pp. x, 210. $5.00. 

Professor Carter’s book is the third of a series of studies in business admin- 
istration published under the direction of the School of Business Administration 
of the University of North Carolina. The first part of the book is devoted to 
an account of the development and structure of the North Carolina Utilities 
Commission. This is followed by a more extensive discussion of the regulation 
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of motor carriers in North Carolina. A final chapter deals with the author’s 
conclusions and recommendations. 

The North Carolina Utilities Commission, like its counterparts in other states, 
is responsible for the regulation of public utilities and public transportation 
within the state. In addition, the legislature has saddled the Commission with 
a variety of other responsibilities quite unrelated to the basic functions of a 
utilities commission. While this sort of thing is not unique in the history of 
utility regulation, the North Carolina Commission is not to be envied when it 
comes to the number and variety of its duties. Also, the author is quite critical 
of the internal organization of the Commission which he says “almost defies 
classification.” And to this reviewer the Commission would appear to be vul- 
nerable to political pressure, although apparently this has not been a significant 
problem. In spite of all these handicaps the Commission seems to have func- 
tioned with a reasonable degree of success. There is a suggestion, however, that 
this suecess may have heen due, in part at least, to the ability of its long-time 
chairman—now retired. 

The nature of Federal law is such that state commissions can exercise very 
little control over intrastate railroad operations, but they can and do exercise 
considerable control over intrastate commercial motor carrier operations. Pro- 
fessor Carter discusses in some detail the legislative history of commercial 
motor carrier regulation in North Carolina, various court decisions relating to 
this legislation, and various regulatory problems and policies of the Commis- 
sion. His diseussion covers such important matters as reciprocity, allocation of 
highway costs, exemptions, rates and rate making, operating rights, concentra- 
tion of control, and the like. 

Considerable space is devoted to the lobbying activities of the railroads and 
the truckers in connection with motor carrier regulatory legislation and legisla- 
tion reguis*ing highway use. It would appear to be a fair conclusion that the 
truckers in North Carolina have been more successful in lobbying than have the 

railroads. 

' Much of Professor Carter’s book is factual and well documented, although 
the factual material is rather liberally interspersed with the author’s own per- 
sonal opinions. Possibly because of space limitations, he does not always give 
adequate support for his conclusions, some of which will not go unchallenged. 
No doubt, too, the National Industrial Traffic League will be surprised to find 
itself classified as one of the chief advocates of the railroad interests. In the 
main, however, this reviewer agrees with Professor Carter’s conclusions and 
recommendations. 

University of Arkansas R. E. WestMeyYer 


An Appraisal of the 1950 Census Income Data. By the National Bureau of 
Economic Research. Princeton, N. J.: Princeton University Press, 1958. 

Pp. x, 450. $10.00. 
Lord Keynes indicated in the Memorials of Alfred Marshall that Marshallian 
economics was a rounded globe of knowledge with many concealed crevices. 
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Most of these cul-de-sacs in the discipline of economics are subject to the 
patient scrutiny of small groups of specialists who tend to communicate pri- 
marily within their group, thus forming a closed intellectual system. A profes- 
sional balance of payments is established: A’s work is reviewed by B, whose 
work, in due course, is reviewed by A. Such elegant equilibrium must, on occa- 
sion, disturb the journal editor who must contend with that most stochastic of 
all variables, the academic author. On such occasions, I hypothesize, the editor 
asks an extrinsic observer to comment upon the work of the fraternity. The 
alien reviewer approaches such terrain in a state of humble trepidation: the 
cul-de-sac may be either cyst of geode, and he feels incapable of selecting the 
salient features of either. However, there is a possibility that he may pass on 
to other expatriates a sense of discovery once the classification becomes de- 
terminate. It is in this spirit that your reviewer approached An Appraisal of the 
1950 Census Income Data. 

Happily, I found this collection of work more crystalline than morbid. The 
book consists of papers and comments by various specialists concerned with 
the collection, reliability, and use of income data. The first part of the book 
contains three general articles, relating to: (1) recent developments in size 
distribution research; (2) an historical review of the role of income questions 
in the decenniel census; (3) a reconciliation of census and other income data. 
The second part of the book consists of the results of several matching projects, 
where the census income data were compared with information derived from 
the same sources under different auspices (e.g., the Survey of Consumer Fi- 
nances, the Internal Revenue Service, and the Post-Enumeration Survey of the 
Bureau of the Census). The third part consists of several applications and in- 
terpretations of income data. 

A considerable amount of new statistical data is presented in support of the 
various research projects, which makes the volume a useful reference for sec- 
ondary data as well as for methodology. 

Many points of general interest emerge when competent people discuss their 
specialities. A somewhat random sample might be sketched for this case: 

(1) A major problem is estimating the degree of under-reporting of in- 
come—both to the census and to the Bureau of Internal Revenue. The 
magnitude of under-reporting is approximated in part by using income 
data developed from aggregate income accounting techniques. 

(2) Reports on farm and entrepreneurial incomes seem least reliable. 

(3) There has been a substantial shift in the distribution of income toward 
equality since 1929. 

(4) Corporate savings can be converted to capital gains for stock holders 
(rather than dividends) by a variety of means, some with names such 
as “spin-offs” and “bail outs.” 

In summary, this book may be viewed as heartening evidence that able pro- 
fessionals are working in an orderly fashion to improve the reliability and use- 
fulness of an important category of statistical data. The Bureau of the Census 
should be congratulated for encouraging and supporting such studies. 

Pennsylvania State University L. E. Fouraker 
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A Critique of the United States Income and Product Accounts: Studies in In- 
come and Wealth. XXII. Conference on Research in Income and Wealth. 
Princeton, N. J.: Princeton University Press, 1958. Pp. ix, 589. $11.50. 

The papers prepared for the Conference on Research in Income and Wealth 
held in November 1955 make up the excellent materials presented in this book, 
published last year by the National Bureau of Economie Research. Under care- 
ful and learned critique throughout the book are the official income and product 
estimates prepared by the Office of Business Economics of the Department of 
Commerce. 

National income statistics, now in wide use by academicians, government 
and business, have been in a process of refinement since the first presentation 
of official estimates appeared in National Income Supplement, 1947, Survey of 
Current Business, Department of Commerce. Among the originators of the 
system of accounts was George Jaszi, Chief of the National Income Division of 
the Office of Business Economics. In Part I of the book Mr. Jaszi re-examines 
the conceptual basis of the accounts with emphasis on the leading current points 
of disagreement. Readers will be especially impressed with his discussion of a 
simpler five-account system, consisting of a gross product account, a govern- 
ment account, an external account, a personal account, and a saving-invest- 
ment account which would render unidentifiable the present business account, 
along with the household, government, and rest of the world income and prod- 
uct subtotals as now are inserted into corresponding current accounts. Mr. 
Jaszi favors the adoption of this particular accounting scheme for the annual 
data of the United States Department of Commerce “in the belief that the in- 
formation that is lost as a consequence is not particularly important. Business 
output, as distinguished from national output, is a total that is not required 
for summary purposes. For more detailed analysis, on the other hand, it is 
likely to be too global. Its elimination from the summary accounts would 
constitute a significant simplification also because it would obviate the neces- 
sity for calculating and exhibiting several items in which there is no intrinsic 
interest, but which must now be shown to articulate the system” (p. 42). 

Mr. Jaszi’s suggestions for an alternative treatment of banking reflects his 
familiarity with all facets of a subject of perennial controversy in the measure- 
ment of national output. His comments with regard to the present imputation 
made for banking and similar financial institutions will, in the opinion of this 
reviewer, receive a considerable amount of deserved attention in the years 
ahead. Its corollary, the famous controversy over the intermediate output of 
government, poses one of the most difficult subjects of national income theory. 
Mr. Jaszi’s suggestions are excellent and in all probability will bear heavily 
upon the thinking of theoreticians and practitioners alike. Mr. Jaszi readily 
admits that no appropriate price index for banking services is now available. 
Nevertheless the reader senses his hope that future refinements will make 
practical the valuing of such services at cost exclusive of profit. 

As is rather typical of books composed of prepared papers. this book is 
sprinkled generously with brief rejoinders, disagreements, and elaborations of 
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major points contained in the major paper, in this case that of George Jaszi. 
Of particular interest are the comments made by Richard Easterlin with regard 
to Jaszi’s definition of national income. Here the reader realizes that the entire 
subject has now gained sufficient stature and acceptance to be worthy of minute 
analysis and critique. In a rejoinder Mr. Jaszi concludes that he is not in major 
disagreement with Mr. Easterlin in that the only broad concept that can under- 
lie national income is one related to economic welfare. 

The second part of the book considers the Income Side of the accounts, in 
the form of a paper concerned with theoretical aspects by Raymond T. Bowman 
and Richard A. Easterlin, and a paper addressed to a business user’s viewpoint 
by Morris Cohen and Martin R. Gainsbrugh. Part III considers the Product 
Side of the accounts. Everett E. Hagen and Edward C. Budd have reported 
their views on some theoretical aspects of the subject after which Kenneth Ross 
presents a business user’s viewpoint of this aspect of social accounting. 

The balance of the book considers diverse subjects related to the more general 
issues raised in Parts I, II, and III. Quite naturally, many of these papers are re- 
flective of their author’s special interest in a particular aspect of the income 
and product estimates. The serious student of national income accounting will 
find the discussions of the design and content of the accounts, the compilation 
and analysis of estimates of “real’’ national product, the stability of the ac- 
counts for short-term analysis, the measurement of investment and saving, and 
the adequacy and shortcomings of many of the series presently carried in the 
national income issue of the Survey of Current Business highly informative 
and stimulating. Moreover, contributors to the conference have been very gen- 
erous in suggesting many areas deserving of extensive research and study. For 
example, such problems as the present duplication in the government sector, 
the relative place of imputation of factor returns for services not recompensed 
in cash, calculation of the depreciation and stock of government capital, and the 
effects of systematic dependence on capital gains by the upper income groups 
and the resulting effects on the saving-income ratio of these groups and, hence, 
of the consumer sector, are but a few of those sensitive areas in the present 
frame ork and structure which deserve the early attention of competent schol- 
ars. In one paper alone, that of Mr. Bassie on the use of the Accounts for Short- 
term Analysis, one finds a wealth of suggestive areas for research and study. 

For the novice in matters of national income accounting this book could in- 
duce hopeless frustration and panic. This is only to suggest that the book is 
reflective of the tremendous lack of agreement among leading scholars in the 
field on major points with regard to the present official income and product 
estimates. This stems partially, perhaps, from the lack of a widely accepted 
dictionary of terms and concepts. However, the advance nature of the materials 
contained in this excellent book augur well for an increasingly important place 
for the subject of social economic accounting in the literature of economics and 
of its eventual broad implementation into the classroom, the businessman’s 
horizon, and of course all echelons of government. 

University of Illinois Rosert E. Hii 
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Intermediate Economic Theory. By Joseph McKenna. New York: Dryden 
Press, 1958. Pp. vi, 319. $4.90. 

This is an extremely well written book, handsomely arranged by Dryden 
Press, with all figure drawings, even elementary ones, each taking up a full 
page, and placed conveniently for the ready use of the reader. The tone of the 
book follows from these features, being a contribution to effective teaching and 
generally without pretense for introducing new avenues of thought. 

Two qualifications hold with respect to this last claim. A chapter on linear 
programming is included in the text for the “apparent” purpose of showing how 
this technique (still basically part of. an expanding set of tools which is used 
in industrial planning and management) reflects the isoquant costs analysis of 
theoretical analysis. Possibly a related design is to introduce new insights. In 
any case, this reviewer believes that the chapter is out of place, notwithstanding 
a footnote which explains that it might be omitted, and does not belong in the 
text that is otherwise fashioned by its author. 

The author asserts as a “principal pedagogic innovation” the integration of 
value and distribution theory. Both “are treated simply as the analysis 6f 
prices, Whether the prices are those of factors or of products.” (Preface) What 
is innovational is probably a matter of individual opinion, with few of us (at 
least in this profession) ever reaching full agreement. Nonetheless, innovational 
or not, the consequence sets up the second main concern for me since to my 
way of thinking the theory of factor pricing is unduly glossed over in the text 
and all but omitted. 

Now, there are many reasons why Professor McKenna might want to treat 
factor price theory in a sprightly manner. For one thing, a full intermediate 
treatment would add, I imagine, complexity to the book, causing some im- 
balance to appear. Also, it would lengthen the book, possibly beyond the one 
semester course. If my guess is right, this book was and is designed for use by 
average students, the vast majority of whom are not expected to pursue further 
work in economics. Anyway, it is for this kind of market that the present re- 
viewer recommends the subject text. 

A word or two about the arrangement of content is probably in order. After 
the introdyction, the firm and its cost and revenue functions are studied. Then 
the household is examined, both as a source of demand for products and as a 
supply of factors. After these examinations are completed, the several market 
types are presented. A chapter on oligopoly is included which is especially well 
done, and stands in many ways as the best chapter in the book. The author 
concludes with discussions of macro-economics, adding a last chapter which 
approaches a description of dynamic equilibrium. All in all, the outline reflects 
much more of Buder than it does of Leftwich or Stigler. The level of treatment 
is possibly lower than that of Bober, Enke, Pettingill, and Leftwich, and cer- 
tainly so with respect to Stigler, Boulding, or Bain. 

Among my notes in the margin, I found frequent self-reminders of the 
thought that a given subject was not complete in the intermediate sense or else 
not integrated with the text (e.g., the discussion of capital around p. 88, the 
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linear programming treatment in Chapter IV, the minimax principle on p. 102, 
though probably this was compensated for in the chapter on oligopoly, ete.). I 
mention these not to be unduly critical or harsh but to emphasize my strong 
belief that here is a book which will not challenge the advanced student or his 
professor, but which will interest and will teach the average student. If when 
McKenna asserts that “textbooks are written for students” he means the stu- 
dent who is typically found in intermediate classes, then he has clearly ac- 
complished his end. For those who consider teaching this student their main 
function, I would recommend the subject text without qualification or fear of 
effective rebuttal. 
Florida State University L. Greennur 


Elementi di Politica Economica Razionale. By Eraldo Fossati. Milan, Italy: 
Dott. A. Giuffré-Editore, 1958. Pp. xiii, 290. Paper, Lire 1500. 

The grand Italian tradition of important and innovationa! work in mathe- 
matical economics continues to the present day. Professor Fossati is an im- 
portant contemporary bearer of this tradition, and his most recent book serves 
the tradition well. 

As its title suggests, the book deals with the theoretical background of eco- 
nomic policy. The framework for dealing with economic policy is the Keynesian 
framework, and the exposition of this system is excellent. The author does not 
stop with the macro-variables of the Keynesian system; he relates this system 
to the general equilibrium model one connects with the names of Walras and 
Pareto. Hence there is a clear recognition that economic policy is concerned 
with individuals and firms and not merely with macro-economic variables. To 
_the reader interested in welfare economics this is a most refreshing development. 
The author does not follow through and relate his work to any system of welfare 
economics. 

There is little that is new in the book, but some of the material, notably the 
relation between the Keynesian and Paretian systems, was originated by the 
author in previous writings. The book lays out an approach to the theory of 
economic policy that has been developed by the author over many years. The 
economist who does not read Italian can gain the flavor of Fossati’s approach 
through his Essays in Dynamics and Econometrics, Chapel Hill, 1955. 

University of North Carolina Ratpu W. Provuts 


Scientific Programming in Business and Industry. By Andrew Vazsonyi. New 
York: John Wiley and Sons, 1958. Pp. xii, 474. $13.00. 

There has been a significant increase during the last eighteen months in the 
number of books written for the non-technical reader on the applications of 
mathematies in business and industry, and this development has been a source 
of rather widespread satisfaction. Vazsonyi’s book, it is fair to say, will prob- 
ably be rated among the better ones of this new crop. 

The first six chapters of his book are largely concerned with linear program- 
ming. Illustrative examples, including an extended discussion of the transporta- 
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tion problem, precede statements of the theory. Then there are detailed pres- 
entations of the simplex method and of the dual theorem of linear programming, 
followed by a chapter on the geometry of linear programming which contains 
strikingly effective and even beautiful illustrations. Convex and dynamic pro- 
gramming and game theory are then discussed in turn, with dynamic program- 
ming receiving the greatest amount of attention. The last part of the book 
contains an extensive treatment of statistical inventory control, together with 
shorter discussions of assembly line flow scheduling, machine shop scheduling, 
and production scheduling. 

The book has many strong points: numerous illustrative and case examples, 
effective charts and graphs, and lengthy discussions of some of the more im- 
portant ideas. Whether or not most of the book is written in such a way as to 
be accessible to management personnel (as the dust jacket states) is a moot 
question. The amount of mathematical preparation that the reader is assumed 
to have varies through the book. Much of the first and second parts, with the 
exception of the chapter on dynamic programming, could probably be mastered 
by the diligent reader with only a modest background in formal mathematics. 
However, a knowledge of the calculus, particularly of integration and of partial 
differentiation, is a prerequisite for understanding the last part of the book 
(chapters 10-13). That Vazsonyi presupposes more mathematical background 
in some parts of the book than in others is, of course, a natural consequence of 
his attempt to be extensive, and it points up some of the difficulties facing 
writers who set for themselves the task of discussing a wide selection of topics 
in what is essentially a mathematical discipline. In this reviewer's opinion, 
Vazsonyi has, on the whole, handled a difficult job with considerable competence. 

The book has a pleasing format, but there are a number of misprints, as well 
as an occasional slip in the discussion. For example, in the chapter on the sim- 
plex method (p. 105 ff.) a vector is repeatedly referred to as an equation; oc- 
casionally a graph is presented as a “representation of an inequality” when it 
is in fact a graph of several inequalities (p. 181); and in one instance, the 
Poisson distribution is graphed and an area shaded in such a way (p. 300) that 
the less than careful reader might get the mistaken impression that it is a 
continuous probability distribution. These are minor imperfections, however. 
Vazsonyi has written a book that will be a valuable reference for management 
personnel with some mathematical training, as well as a valuable source for 
courses in quantitative methods and operations research. 

University of Michigan W. ALLEN Spivey 


National Wages Policy in War and Peace. By B. C. Roberts. London: George 
Allen and Unwin, 1958. Pp. 180. $3.50. 

In the last decade a great amount of research effort has been expended on the 
question of the impact of unions on price stability, full employment, wage 
structure, economic growth and related problems. The results have frequently 
been inconclusive. This book is another contribution to this body of literature. 

The author’s particular approach involves a survey of national wage policies 
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in various countries and under different conditions with the hope that “an ex- 
amination of the experience of a number of countries during the past twenty 
years may throw enough light at least to illuminate the nature of the difficulties 
that have to be overcome” (p. 11). The author correctly states that no govern- 
ment can avoid having a wage policy, even if it is simply one of noninterven- 
tion. The countries surveyed range from those typifying a higher degree of in- 
tervention, as, for example, in Australia, to those engaging in relatively little 
direct interference, as in the case of the United States and Great Britain. The 
introductory and concluding chapters of the book are analytical in content and 
contain the author’s conclusions. 

The author’s central thesis is that wage controls should not be relied upon 
as a means of preventing inflation but rather monetary and fiscal tools. In each 
of the countries examined where wage rates have been held down in a period of 
inflation, earnings have nevertheless continued to rise. This is a phenomenon 
described as the “wage drift.” This zap between wage rates and earnings is 
accounted for by over’ >, payment by results schemes, and so forth. The drift 
is attributed to the level of profits encouraged by a free money policy 
which leads empiover- ~ pull up the wage level even if unions do not sueceed 
in pushing it upward. Therefore “if the cseck is to be converted into a stable trend 
permanent reliance cannot be placed on wage controls; it must be placed on fiscal 
and monetary poiicies that will mezintain a level of effective demand that does 
not constantly induce wages to rise above the level that would permit of price 
stability” (p. 131). 

Even where excessive demands for wage increases initiate inflationary pres- 
sure, an expansionary inonetary policy is an essential permissive condition. In 
the presence of a tighter money policy, the limitation that would prevent unions 
from making excessive wage demands would be the unemployment that such 
wage demands would induce. “Whilst it is futile to expect trade unions to ex- 
ercise wage restraint in the face of rising profits and a level of demand that 
obviously permits costs to be passed on without affecting employment, it is 
unlikely that they will push their claims to the extent of seriously affecting the 
numbers employed” (p. 167). 

Attacking inflation through monetary and fiscal tools would make unneces- 
sary direct wage controls and have the advantage of avoiding interference with 
the free institution of collective bargaining. 

This book adds little in the way of original material to an already well- 
covered field nor does it provide conclusive results with regard to unsettled is- 
sues. However, the survey of wage policy in the United States, Britain, Sweden, 
Australia, the Netherlands, and Germany—some of this material previously 
appeared in journal articles—will be of value to those not immersed in wage 
literature and the analytical chapters are well written and worth reading. While 
there will be general agreement that monetary expansion is an essential condi- 
tion for inflation under any circumstances, some readers may question the 
realism of expecting any political party, in a nation committed to a full em- 
ployment program, to resist the demands of pressure groups for an easy money 
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policy when the book itself, in its survey of past experiences, enumerates nu- 
merous failures in this regard in the past. 
Georgia Institute of Technology Wii C. Biven 


Economic Development in the Southern Piedmont, 1860-1950: Its Impact on 
Agriculture. By Anthony M. Tang. Chapel Hill, N. C.: University of North 
Carolina Press, 1958. Pp. xv, 256. $6.00. 

In this little volume (256 pages) Professor Tang has unloosed a veritable 
avalanche of data to prove, in his words, that “long-time, increasing disparity 
in agricultural income (per worker or per farm person) among areas is related 
to the pattern of local industrial-urban development whose positive income ef- 
fect is transmitted to local agriculture through its impact upon local market 
efficiency” (p. 12). 

It should be noted that in settling for the “economic development” approach 
Professor Tang does not rule out completely the influence of other forces such 
as wants, values, natural ability of the human agent, land in its natural state, 
institutions and the like. However, he calls these “passive” factors and cites 
evidence to support his conclusion that prior to the time “dynamic economic 
development” came to the forefront their effect upon geographical income dif- 
ferentials was insignificant (p. 13). 

Professor Tang chooses as his case study area a group of 21 contiguous counties 
in the Georgia-South Carolina Piedmont. Eleven of these are in Georgia and 
ten in South Carolina. While the area is described in minute detail there is no- 
where to be found a map showing its approximate location with respect to the 
Southern region or the relative position of the counties in the area. This is an 
unfortunate omission. 

To prove his hypothesis, Professor Tang selects from the list 12 counties, 
six of which he describes as “developed” and six “undeveloped.” The selection 
is made on the basis of the relative standing of the counties in terms of value 
added by manufacture per capita in 1940 (p. 72). 

Having first established the fact (1) that the Southern Piedmont was far 
from homogeneous during the ante-bellum period but (2) that there was a 
marked movement on the part of the area counties toward a long-run equilib- 
rium in terms of farm income during 1860-1900, the author dedicates the re- 
mainder of the book to a defense of his thesis that subsequent highly uneven 
industrial development in different parts of the study area was not only “co- 
incidental with” but responsible for “persistent and increasingly greater dif- 
ferences” in farm incomes between the “developed” and “underdeveloped” 
counties in the same area (p. 66). 

One would be foolish indeed to take exception to Professor Tang’s hypothesis 
that industrial development exerts a direct and positive effect upon per capita 
farm income. This being true it is apparent that the principal contribution of 
Professor Tang’s study arises not from his attempts to demonstrate anew that 
this is the case but from the light it sheds on the mechanisms through which 
industrial development makes its influences felt in other segments of the econ- 
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omy. In this he appears to have done a painstaking and thorough job. On the 
other hand the study does not account for differences in the rates of industrial 
development which provide the forces for increased agricultural incomes nor 
does it answer the claim of those who contend that the factors which explain 
the former also give rise to the latter. For example, five of the six industrially 
“developed” counties in the sample are in South Carolina while all of the “un- 
developed” counties are in Georgia. On the basis of Professor Tang’s analysis 
one might with logic conclude that the “developed” counties came to the fore 
in agriculture because they were located in South Carolina and that the “un- 
developed” counties were backward in their agriculture because they were lo- 
cated in Georgia. It may also be pointed out that four of the six counties 
classed as “developed” in 1940 would by the same standards have rated “de- 
veloped” in 1900 while five of the six “undeveloped” counties in 1940 were also 
“undeveloped” in 1900 (Table 1). This being the case, a question may be asked 
as to why the “positive income effect” of differential industrial-urban develop- 
ment had not upset the approximate ‘“‘equilibrium in farm income” between the 
two areas as reported at that time. 

Besides this, there are substantial deficiencies in much of the data presented 
to substantiate the various hypotheses. The author recognizes most of these and 
makes lengthy explanations both in the text and in numerous footnotes as well 
as in the appendix. Having done so, however, he proceeds with the analysis as 
if the deficiencies did not exist. The conclusion is generally the same, namely, 
“this finding, though not rigorous in view of the crudeness of the available data, 
is not inconsistent with the hypothesis.” 

Clemson College G. H. AuLi 


Economics of Atomic Energy. By Mary Goldring. New York: Philosophical 
Library, 1957. Pp. 179. $6.00. 

This book, written by a British economist and printed in England, deals 
mostly with the application of atomic energy to the generation of electric power 
in Great Britain. References to atomic energy developments in other countries, 
notably the United States, though brief, are important. 

The atom, long believed to be the smallest indivisible particle of matter, was 
first split in 1932 by Cockcroft and Walton of Cambridge, England. Just before 
World War II it became known that the first uranium atom had been split in 
Berlin, Hitler’s Capital. Warned of ominous developments, President Roosevelt 
set in motion a vast machinery designed to harness atomic energy and to apply 
it to military weapons. Six years later, in August 1945, two atom bombs were 
dropped on Japan. So the atomic energy industry, born in a gigantic military 
incubator, as it were, in a few short years grew into an industrial colossus. 

Victory left the United States with enormous plants sprawling across the 
landseape, plants largely written off as war expenditures, but capable of turn- 
ing out vast amounts of fissionable materials at greatly reduced costs. But the 
United States was in no immediate need to turn to atomic energy for the gen- 
eration of electricity. Fuels, especially petroleum, were plentiful. There was no 
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urgency to supplement coal, oil, and water power with nuclear energy for peace- 
ful purposes. The United States could afford the luxury of a leisurely pace and 
of wide roaming over the entire field of nuclear research, experimenting with 
many types of reactors. The fact that the economy of the United States is 
considerably larger than that of any other country and can yield larger sur- 
pluses for research and other purposes should not be left sight of. 

In Britain the situation at the end of World War II was very different. In- 
stead of vast industrial assets, the war had left much destruction in its train. 
The scientists who had aided the war effort in the United States had come 
home, bringing with them much newly acquired knowledge and eager to apply 
it for the good of the country. The fuel situation gave much cause for alarm. 
Coal production was then, and is now, considerably below the pre-World War 
I level and the chances of materially increasing the output seem virtually nil. 
While British holdings of oil reserves in diverse parts of the world are vast, the 
Near East, by far the most important source of imports, is politically unstable, 
mainly due to cold war and Arab unrest. In brief, whereas the United States, 
free from the pressure of immediate emergency, can afford to push nuclear 
research along a wide front, for Britain the supplementation of traditional sup- 
plies of inanimate energy with atomic energy is a matter of immediate urgency 
and survival as a first-rate industrial power. 

After World War II in Great Britain the Ministry of Supply, in charge of 
military procurement, took over the responsibility for the development of atomic 
energy. Later on, private industry was admitted to participation, subject to 
approval by the Prime Minister. In 1954, the Atomic Energy Authority was 
created to take over the responsibilities in the field of atomic energy from the 
Ministry of Supply. The magnitude of operation can be gauged from the fact 
that a personnel of 19,000 was involved. Whereas the Central Electricity Au- 
thority has the exclusive right to sell electricity to the public in England and 
Wales, the Atomic Energy Authority does not possess the exclusive right to 
own and operate atomic plants. ; 

A government White Paper of February 1955 outlined a ten-year develop- 
ment program of the Central Electricity Authority under which twelve nuclear 
power plants were to be built by 1964, eight of them of the Calder Hall type. 
Calder Hall is located in the extreme northwest of England, near the coast of 
Cumberland. Here in 1956, the first atomic energy for the generation of elec- 
tric power was produced in a reactor using natural uranium 238 and producing 
plutonium. Since then three more units were added, making a twin station 
guadruple reactor installation. The same layout is used in the reactor plant at 
Chapel Cross, Scotland. Both these reactor plants were built and are being 
operated by the Atomic Energy Authority, furnishing heat for the electric 
generating plants of the Central Electricity Authority. 

As to the economies of these plants, the most important fact to keep in mind 
is that as yet no atomic energy plants can compete with traditional fuel plants 
in cost of generating electricity. The original Calder Hall reactor is primarily 
a plutonium producer and electricity is a mere by-product of the plutonium 
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operation which, in turn, is justified by military considerations. It is generally 
assumed that costs of traditional fuels will go up while costs of atomic energy 
will go down and that in time these atomic energy plants will prove not only 
genuinely economical but actually cheaper sources of energy than traditional 
sources. 

Renewed disturbances in the Near East prompted a rather drastic upward 
revision of the Central Electricity Authority building program. In addition, 
improvements in plant design have justified higher plant capacity ratings with 
the result that at the end of the ten year planning period a total capacity of 6 to 
7.5 million kilowatts of new electric power generating capacity based on atomic 
energy is expected to be available. The cost is estimated at $1.7 to $2 billion. 
Reactors will be sufficiently large to furnish heat for generating plants up to 
400,000 kilowatt capacity. Costs per kilowatt installed is estimated at $300 to 
$390. 

Beside the Calder Hall type plants, the Atomic Energy Authority is building 
a breeder reactor at Dounreay, in the extreme north of Scotland. Whereas the 
Calder Hall type plants are primarily plutonium producers furnishing heat for 
the generation of electricity as a byproduct, the Dounreay reactor, if successful, 
perhaps some years from now, will produce both heat and fissionable matter as 
major products. 

A number of British engineering firms, organized into groups or teams, are 
keenly interested in participating in atomic energy developments and in build- 
ing up an export trade in atomic tools, products, services, patents, and prefer- 
ably entire reactors. In fact, rather keen competition seems to be building up 
between the United States and Great Britain in this trade in products associated 
with nuclear power. 

For the time being, it seems that the full-scale developmént of an atomic 
energy industry is a task so costly and so exacting in scientific and engineering 
knowledge and general industrial advance that only a few countries can qualify. 
At present these are the United States, Great Britain, and the Soviet Union. 
France is making a desperate effort to join the Atomic Club. Several countries 
of Free Europe, mindful! that in union there is strength, have organized Euratom 
and through it a very ambitious program for atomic development. The need 
for more inanimate energy is desperately felt. Even hard-headed business- 
statesmen are willing to bet on the decline of atomic energy costs to be realized 
soon enough to forestall serious trouble. So Euratom too wants to join the ranks 
of the atomic “haves.” An agreement has been reached with the United States 
under which that country furnishes aid toward building one million kilowatt 
nuclear energy capacity. 

By this time we know enough about atomic energy to realize that it is not 
“a kind of economic penicillin capable of killing the host of bacilli that infect 
countries with a low standard of living as well as clearing up the minor infec- 
tions of more advanced western economies” (p. 168). Whatever hopes for such 
a miracle may have been kindled by early impressions have since yielded to 
more sober appraisal. That, in the course of time, atomic energy will contribute 
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materially the the betterment of man’s lot seems assured—in the absence of 
calamities. But to be in a position to benefit from atomic energy, a country 
must have reached a certain level of industrialization, a certain mastery over 
inanimate energy, and over electricity in particular. It is as important to know 
what limitations must be faced as it is to know what benefits to expect. 

In this age when change seems to have reached supersonic pace a book com- 
pleted by its author in 1956 and printed in 1957 suffers from considerable ob- 
solescence in 1959. But that is inevitable. It is good to be aware of it. Even so, 
most readers stand to profit much from the perusal of this book. 

University of Texas Ericu W. ZIMMERMANN 


Canada’s Economic Development, 1867-1953. By O. J. Firestone. London: 
Bowes & Bowes, 1958. Pp. xxvi, 384. 45s. 

This empirically grounded presentation of changes in Canada’s national 
product and wealth comprises the last volume (VII) of the Income and Wealth 
Series, initially presented as papers to the International Association for Re- 
search in Income and Wealth at Castelgandolfo, Italy in 1953. 

Like prior publications in the series, the appraisal is carried out within the 
framework of the national accounts, and is based largely on new estimates by 
the author for the period 1867-1925, with adjusted and comparable official 
estimates used for 1925-1953. 

The analytical approach used denies that economic history should consist of 
either a naive amassing of data or literary description, as it is commonly under- 
stood, however massive the first may be, or however vivid the writing in the 
latter. Firestone presents an effective demonstration of how economic analysis, 
coupled with empirical data, can produce a solid and analytically interpretive 
economic history. 

Basie factors in Canadian economic development are found to be: (1) the 
vastness of the land, (2) the climatic limitations, (3) the nature and distribu- 
tion of resources, and (4) the character of the people. 

Around these basic attributes, Canada has made a transition from a family- 
oriented economy to a market economy and from a substantially rural country 
to a highly urbanized one. The author divides his measurement of growth into 
four periods: 

(1) 1867-1890—characterized by expansion from 1867-1873, with serious 
and protracted disturbances, coupled with falling price levels, from 1873 to the 
mid eighteen-nineties. 

(2) 1890-1910—an era of depression to 1896, then rapid expansion beyond 
1910. 

(3) 1910-1930—a period of prosperity based fundamentally on the simulta- 
neous development of intensive agriculture on the prairies and rapid urbaniza- 
tion. 

(4) 1930-1953—an era of severe depression, with partial recovery by 1937, 
a renewed decline and then a period of great economic growth that has con- 
tinued unabated since 1939. 
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The study reflects and measures the transition of an underdeveloped country 
to high rank among advanced manufacturing countries. Changes in population, 
national product, industrial structure, consumption, investment, the share of 
foreign trade, and the contribution of government are trends measured and 
appraised in the text. The analysis of this broad range of statistical data en- 
ables the author to develop analyses that reveal the broad lines of economic 
evolution over time. 

The book neglects regional patterns of development, and offers no material 
on income distribution or cross-section relationships. A short note on the deriva- 
tion of the Canadian national income and wealth estimates would have added 
to the completeness of this initial study. 

These are only quibbling criticisms, however, for this is a book that should 
receive the wide attention it deserves, both as a history of Canada, and as an 
approach to economic history applicable to other countries, whatever their cur- 
rent stage of economic development. 

University of Houston Harry WiLLiAMs 


The Inflationary Spiral: The Experience in China, 1939-1950. By Chang Kia- 
Ngau. New York: John Wiley & Sons, 1958. Pp. xvii, 392. $10.00. 

My comments on Mr. Chang’s important book on the Chinese inflation can 
be summarized into two groups: the first group of comments on the theoretical 
framework of the book, and the second group on his statistics and the usage 
of economic terms. 

On the theoretical framework. One of the main theses of the book is that 
the inflationary pressure on the Chinese economy, like that of many other 
inflations, may be measured by the excess of the aggregate demand over the 
aggregate supply. To measure the aggregate demand, the author uses the sum 
of government deficit and bank loans to “the private sector.” In his discussion 
of aggregate supply, the author covers such problems as domestic productions, 
their distribution, and imports. 

Despite the apparent relevance of the inflationary gap analysis to the above- 
mentioned thesis of the book, the gap concept is discussed only briefly in a 
footnote (p. 92). There is no explanation to justify his use of this particular 
approach without taking into account the cost-price theory of inflation, nor 
does he diseuss possible complications involved in applying the gap analysis 
to the woefully inadequate statistical data of China. 

In his discussion; the author resolves aggregate demand into the govern- 
ment sector and the private sector. The demand in the government sector is 
represented by government deficits; that of the private sector by “private 
credit,” which is represented by all the bank loans besides the Central Bank’s 
advances to the Ministry of Finance (pp. 187 and 197). Chang then attaches 
great importance to the “private credit” as a factor accentuating the growth 
of the aggregate demand (pp. 195-200). In the meantime, it is apparent 
from the author’s own explanations and statistics that a large part of the so- 
called private credit consists of loans from government banks to government 
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enterprises and agencies (such as the National Resources Commission and 
its subsidiaries, the government-owned railways, the food purchasing agencies 
of the Ministry of Food, ete. See p. 187). It is true that the loans from the 
commercial banks and some of the loans from the government banks were for 
non-government uses. But to designate all the bank credits besides the advances 
to the Ministry of Finance as “private credit,” or as indicators of private 
spending, is unjustifiable and misleading. Unless one chooses to use the unusual 
definition of the private sector as does Mr. Chang, it is quite obvious that 
government spending, not private demand, was the major cause of the Chinese 
inflation. 

A proper approach for studying the Chinese inflation requires segregation 
of the inflationary process into several sub-processes. Each of these sub- 
processes, operating under a separate currency system, has its own characteristics 
and should be separately studied. There is no evidence that Mr. Chang had 
any definite plan for handling this multi-process phenomenon. On the contrary, 
he has a constant tendency to mix up these sub-processes in his discussions, 
thus greatly impairing the coherence of the book. For example, while his dis- 
cussion of the aggregate demand is directed primarily to the fapi area (not 
including Manchuria), a substantial portion of the chapter on the aggregate 
supply is devoted to Manchuria (p. 222-23). 

On statistics and economic terms. Most of Chang’s statistics are fragmentary 
and incomplete, with no attempt on his part to piece together the fragments or 
to fill up the gaps with data readily available. Consequently it is extremely 
difficult to make any comparison over a period of time. Sometimes he misuses 
the word “sterling” to designate the Central Bank’s holdings in sterling cur- 
rencies (p. 303). At times long and complicated tables have no reference to 
the sources of his data (see table 40, p. 138; table 66, p. 234; table 82, p. 299; 
and the table on p. 303). On one occasion, he refers to a table taken from 
a Shanghai periodical as a compilation from the unpublished records of the 
Central Bank (p. 300). The exchange rate for Manchuria should be 11.50 fapi 
yuan to one Manchurian yuan instead of 11.43 to one (p. 71). On many occasions, 
the term “revenue” is improperly used to include government receipts from 
bond sales as well as tax receipts (see for example pp. 133 and 158). The 
stamp tax is classified as a direct tax (p. 139) instead of an indirect tax.! 
Government receipts and expenditures of different years are added, without 
taking into account the fact that the yuan in one year was’ quite different from 
that in another year (see pp. 150 and 166).? ‘ 

It should be emphasized in conclusion that my comments represent an 
evaluation of the book’s scholastic attainment. They do not reflect my admira- 


*In pre-1949 China, the stamp tax, together with income and inheritance taxes, were 
administered by the Bureau of Direct Taxes. This administrative arrangement is not, how- 
ever, a justification for classifying the stamp tax as a direct tax. 

* At the end of April, 1949, the wholesale price index of Shanghai was about 10° times 
and 10” times as high as the corresponding indices of June, 1937, and January, 1946, respec- 
tively. 
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tion for Mr. Chang’s outstanding contributions toward developing modern bank- 
ing and railways in China. 
University of Pittsburgh SHuN-HSIN CHOU 


Consumer Behavior: Research on Consumer Reactions. Edited by Lincoln H. 
Clark. New York: Harper & Brothers, 1958. Pp. 472. $6.50. 

One might speculate that this is another book on consumer motivation. 
It is not. Among its 30 contributors are eminent economists, sociologists, 
anthropologists and marketing research directors who demonstrate their var- 
ious and scholarly interests in the consumption and consunier behavior. Econo- 
mists will find this book provocative and valuable, uncovering areas too 
frequently neglected. 

The book is a report of two conferences. Part I, introduced by Lincoln 
Clark, reports papers presented at the Third Annual Conference of Consumer 
Behavior held at Ann Arbor, Michigan, September 1955.' Wroe Alderson 
submits an original theoretical framework for studying product innovation 
and the process from product introduction through acceptance. Eva Muller 
employs cross-section survey data for a study of the desire for and factors 
affecting acceptance of innovations in household goods. Though the conelu- 
sions are not surprising, demonstrated are the variation in reactions of family 
groups and the importance of classifying not only by economic status and 
family characteristics but also by attitudes. A. C. Nielson and Alfred Politz 
present the problems and approaches of market research organizations. Samuel 
A. Stauffer’s cursory review of plausible sociological factors favoring innovations 
is refreshing by his unwillingness to be specific. Autos in America by Riesman 
and Larabee is delightful, but contributes little in methodology. On the other 
hand students of consumer behavior will be indebted to James Morgan for his 
comprehensive contribution: He delineates carefully the levels of consumer 
behavior research, outlines various theories of behavior, classifies areas of 
current research on consumers, and presents a 95-page annotated bibliography 
of recent empirical research. 

Part II, introduced by Ruth Mack, contains papers presented at a Confer- 
ence on Consumption and Economic Development sponsored by the Uni- 
versities~National Bureau Committee for Economic Research at Princeton, 
October 1955. Sol Tax and Simon Rottenberg discuss the process of change in 
consumption patterns in economically underdeveloped countries, India, Guate- 
mala and Puerto Rico. Comments by Clark, Nicholls, Du Bois and Hoyt con- 
tribute to the value of such investigations for understanding trends in con- 
sumption. Faith Williams discusses how consumer expenditure patterns can be 
compared internationally. Her positive contribution is a 25-page annotated 
bibliography of consumer expenditures surveys, by countries, since 1946. Appro- 

+ Previous conference proceedings are edited by Lincoln H. Clark: Consumer Behavior: 


The Dynamics of Consumer Reactions (N.Y.: N.Y.U. Press, 1954); and The Life Cycle 
and Consumer Behavior, II (N.Y.: N.Y.U. Press, 1955). 


- 
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priate is her plea for more comparability in the collection, summarization, 
and analysis of data. 

The next set of papers employ statistical methods to aggregative data. 
Kravis reviews bases for classifying consumer expenditures and employs a 
functional grouping for international and intemporal comparisons of the struc- 
ture of consumption. Snyder, using B.L.S. cross-section data 1888-1950, ex- 
amines secular changes in consumption and estimates factors responsible for 
changes. Factors influencing temporal variations in aggregate service expendi- 
tures are presented by Ferber. Income was found to have less influence than 
generaily presumed. Oxenfeldt finds price and income variation to play a 
minor role in the early sale of TV, and cites buyer impatience and consumer 
awareness as factors governing sales. 

The last set contains a brief presentation of “A Theory of the Consumption 
Functions” by Friedman followed by comments from Tobin, (Theodore) Mor- 
gan, Friend, Orcutt and a reply by Friedman. 

This book is a valuable contribution, not only for the 120 pages of excellent 
bibliographies presented by Morgan and Williams, but because it marks the 
confused state of research in consumer behavior. Terms need clarifying, meth- 
ods of measurement are far from standardized and resistance to documentation 
is appalling. The frequency with which the contributors acknowledged con- 
fi:mation or rejection of Engel’s law, for example, leaves the reviewer to wonder 
whether the individuals had reference to different laws; none was cited. 

Kansas State College Ricuarp L. D. Morse 


The Life of Knut Wicksell. By Torsten Gardlund. Stockholm: Almqvist & Wick- 
sell, 1958. Pp. 354, Sw. Kr. 30. 

This book is mainly a description of the stormy life of the Swedish theorist 
whose works in the 1890’s contributed so much to economic theory. The student 
of the development of economic doctrines can now have an added insight into the 
childhood, educational background, family life, political activities, and personal 
habits of another great theorist. 

The story is filled with interesting inconsistencies of character and behavior. 
One must admire the educational background available to this subject in science, 
law, mathematics, and politics. He turned to economics after a stormy youth 
occupied with reform projects, popular lectures, pamphlet writing and travel. 
Wicksell was an ardent devotee of neo-Malthusian doctrines in his whole life. He 
advocated birth control and supported labor union aims, political reforms, tax 
reforms, woman suffrage, and closely flirted with socialism in the course of his 
nonconformist life. As a¢ree thinker he would not submit to the ceremonies of 
marriage; and, because of his unconventional family existence with a devoted 
wife, he almost lost his offortunity to become a professor in the University of 
Lund. 

Wicksell was a prolifie writer of pamphlets and deliverer of lectures on popular 
reform questions. In World War I he criticised the policy of the central bank in 
a way reminiscent of Ricardo in England a hundred years earlier. He heckled 
Swedish authorities concerning inflation and the human sufferings therefrom. 
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Wicksell’s books and evaluations of his contributions are widely available, 
and economists are now able to classify his contributions to economic theory. This 
biography will give the student an account of his education, early life, friends, 
and hopes. It agrees with, but adds nothing to, modern criticism of his theory. It 
will impress all with the strange and ate erse sources of creative genius. 

University of Kentucky Crecit C. CARPENTER 


Commonwealth Perspectives. By Nicholas Mansergh, Robert R. Wilson, Joseph 
J. Spengler, James L. Godfrey, B. U. Ratchford, and Brinley Thomas. Dur- 
ham, N. C.: Duke University Press, 1958. Pp. ix, 214. $4.50. 

Economics of International Migration. Edited by Brinley Thomas. London: 
Maemillan & Co., 1958. Pp. xiii, 502. $9.00. 

These books provide a potpourri, not to say a smorgasbord, of essays on a num- 
ber of topics, and it would be a rare economist who could not read some of them 
with interest and profit. The two books have little in common beyond the fact 
that Professors Spengler and Thomas have contributed to both volumes. Com- 
monwealth Perspectives consists of seven papers presented by three economists, 
two historians, and a political scientist to a joint seminar conducted at Duke 
University in the spring of 1957. “The broad purpose of the Seminar was to pro- 
vide for a group of graduate students in economics, history, and political science 
an introduction to Commonwealth problems and to the possibilities for advanced 
research therein” (p. v). Two of the authors are British and four are American 
scholars. 

The first two essays in Commonwealth Perspectives were written by Professor 
Mansergh. The first, “Commonwealth Membership,” traces the development of 
the Commonwealth concept to its present status of a multiracial international 
democracy embracing republics which owe no allegiance to the Crown. In the 
second essay Professor Mansergh traces the events leading up to World War II 
and following, indicating the extent to which the Commonwealth nations are 
willing to act in unison and the extent to which each country insists upon going 
its own way. Professor Wilson discusses the nature of the rules of public law per- 
taining to nationality, settlement of international disputes, and international or- 
ganizations, pointing up the similarities and differences between these rules and 
those applying in international law generally. 

In his paper, “The Commonwealth: Demographi# Dimensions—I mplications,” 
Professor Spengler concludes that the continued unity of the Commonwealth 
must rest on bonds other than those of common ethnic origin. “The adherence of 
members not bound to the Commonwealth by ties of essentially common ethnic 
origin and by the resulting possession of similar values and sentiments must rest 
on other grounds. Among these grounds is the capacity of the Commonwealth, 
and above all, the United Kingdom, to supply capital, technical assistance, and 
opportunities for profitable trade. Insofar as the United Kingdom is concerned, 
however, this capacity is not likely to be great enough or to grow rapidly enough; 
for its population is increasing very slowly, and there no longer exists a strong 
disposition to accumulate surpluses and invest them abroad as in the late nine- 
teenth century” (p. 123). Among the forees other than a common ethnic origin 
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which may cause adherence to the Commonwealth are political and military 
advantages and the lack of practical alternatives. 

The fourth and fifth essays take the form of ease studies. In his paper on “The 
Emergence of Ghana” Professor Godfrey outlines the constitutional develop- 
ment of the New African member of the Commonwealth. In addition to problems 
common to other members of the Commonwealth, Ghana suffers from a lack of 
political maturity resulting from the speed with which the country passed through 
the phases of its political development, and this inexperience increases the danger 
of the establishment of a dictatorship. The lack of a trained and efficient Afri- 
ean civil service poses additional problems. And the question remains whether 
Ghana could stand up under a decreased world demand for cocoa, manganese, 
gold, and timber. In his paper on “The Development of Health and Welfare 
Programs in Australia: A Case Study” Professor Ratchford turns his attention 
to a persistent problem in the “older” members of the Commonwealth: how much 
of the total national income may be taken as taxes and how much of the total 
governmental revenue may be taken for welfare programs? Professor Ratchford 
concludes by observing that “...it should be recognized that expenditures for 
welfare are to a considerable extent competitive with expenditures for economic 
development when the levels of taxing and public spending are as high as they 
are.today” (p. 174). 

In the final paper on “The Evolution of the Sterling Area and Its Prospects” 
Professor Thomas takes a more optimistic view of the future of the Sterling Area 
than have a number of recent American writers. He concludes that “If Great 
Britain is to funetion properly as the head of the sterling system she must gener- 
ate enough of a surplus to meet three obligations. First, there are the claims of the 
holders of sterling balances. ... The second obligation is to pay back loans ob- 
tained from North America and the International Monetary Fund and to repay 
debt to the European Payments Union. Thirdly, a vital factor binding the ster- 
ling countries together is the free movement of capital; and Great Britain should 
be investing at least £ 150 million a year overseas. ... In addition to the deeply 
rooted noneconomic forces which give meaning to the British Commonwealth and 
the economic forces making for community of interest within the Sterling Area, 
there is the factor of cohesion induced by the towering stature and bewildering 
dynamism of the American economy” (pp. 206-7). 

The second book, Economics of International Migration, is the proceedings of 
a conference held by the International Economie Association in 1955. The con- 
ference included thirty-one participants from eighteen countries. The essence of 
the problems considered by these men is indicated in the editor’s introduction: 
“The fulerum of world migration used to be the absorptive capacity of the United 
States, but this has long ceased to be true. In the nine years before the First World 
War, 1905-13, nearly 1 million immigrants on an average entered the United 
States every year, an annual rate of almost 11 per 1000 of the 1910 population; 
in the nine years after the Second World War, 1946-54, the inflow was only about 
190,000 a year, an artnual rate of 1.3 per 1000 of the 1950 population. Moreover, 
this recent immigration is different in character from the old, a good proportion 
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of it consisting of displaced persons and refugees. The prospect in the United 
States is dominated by the great upsurge in the rate of natural increase which is 
expected to make the population grow from 170 million in 1957 to 220 million in 
1975. There is no likelihood of any significant change in the law regarding immi- 
gration, and it was strongly argued at the Conference that a greater inflow into 
the United States at the present time would not raise real income per head” (p. x). 

The volume is divided into eight parts: I. Analytical Survey. Il. Emigration 
Countries. III. Immigration Countries. IV. Intra-European Movements. V. The 
Far East. VI. Social Aspects. VII. Conclusion. And VIII. Report on the Pro- 
ceedings. Parts I and VII will probably be of greatest interest to the general 
reader. Part I consists of a paper on “Migration and International Investment” 
by Brinley Thomas, one on “Effects Produced in Receiving Countries by Pre- 
1939 Immigration” by J. J. Spengler, and one on “Immigration, Capital Forma- 
tion, and Inflationary Pressure” by A. P. Lerner. Part VII consists of an essay 
by H.S. Ellis entitled “Are there Preferable Alternatives to International Migra- 
tion as an Aid to Economic Development?” The effect of the volume is to reopen 
the discussion of a problem which economists could undoubtedly study with great 
profit. 

Southern Illinois University Cuark LEE ALLEN 
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ANNOUNCEMENTS 


The twenty-ninth annual conference of the Southern Economic Association 
will be held on November 20 and 21, 1959, at the Hotel Robert Meyer, Jackson- 
ville, Florida. 

President William H. Nicholls has appointed the Nominating Committee for 
the 1960 officers of the Southern Economic Association. It consists of J. Fred 
‘Holly, University of Tennessee, Chairman; Ralph C. Hon, Southwestern Uni- 
versity; and B.'U. Ratchford, Duke University. As stated in the constitution: 
“Members may submit suggested nominations for the various officers to the 
President or the Secretary-Treasurer of the Association.” 

Water P. KENNON 
Secretary-Treasurer 


SOUTHERN ECONOMIC ASSOCIATION 


Receipts and Expenditures Sept. 30, 1957—Sept. 30, 1958 


Cash on hand, First National Bank, Atlanta, Ga., Sept. 30, 1957................ $797.35 
Receipts—Sept. 30, 1957—Sept. 30, 1958 $3,711.80 


Expenditures, Sept. 30, 1957—Sept. 30, 1958 


Southern Economic Journal. . . 

Addressing Equipment 

Printing (1957 programs, forms and stationary)... 
Convention Expenses. . 

Postage and Supplies. . . . 

Clerical and Secretarial Help. 


Operating Loss........... 


Cash on hand, First National Bank, Atlanta, Ga., Sept. 30, 1958....... 


Savings Account 


Balance, aan 30, 1957, First National Bank, Atlanta, Ga.. 
Interest . ; 


Balance, Sept. 30, 1958, First National Bank, Atlanta, Ga........... 


Comparative Statistics 


Receipts Expenditures Loss 
Year ended Sept. 30, 1957. ..... $4,188.39 $212.99 
Year ended Sept. 30, 1958. _.. .. 98,711.80 3,885.22 173.42 


Walter S. Buckingham, Jr. 
Secretary-Trasurer 


.......$3,023.00 
174.00 
87.70 
..... 
500 
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THE SOUTHERN ECONOMIC JOURNAL 


Receipts and Expenditures, 1957-1958 


Receipts 
University of North Carolina 
Balance Annual Grant for 1957-1958............. $1,000.00 
Advance Annual Grant for 1958-1959. ........... 1,000.00 $2,000.00 
Southern Economic Association 
Annual membership dues........................ $3, 128.00 
Institutional membership dues.................. 500.00 
Student membership dues....................... 62.50 
Contributing membership dues. ................. 40.00 $3,730.50 
Office of Managing Editor 
Subscriptions to $2,866.10 
Sales of Individual Copies....................... 547.28 
Building and Loan Dividends.................... 179.60 
Expenditures 
.. $7,987.32 
Secretary’s salary and wages...................... 2,499.11 
Investment Account 
Balance November 1, 1957....................... $5,087.50 
179.60 $5,267.10 


Fund Balances 


Checking Account, University National Bank, Chapel Hill, N. C.......... $331.54 
Investment Account, Orange County Building and Loan Association, Chapel 

Total Funds, October 31, 1958......... eee .. $5,598.64 


G. T. ScHWENNING 
Managing Editor 
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PROGRAM OF THE TWENTY-EIGHTH ANNUAL CONFERENCE OF 
THE SOUTHERN ECONOMIC ASSOCIATION 


Atlanta Biltmore Hotel, Atlanta, Georgia, November 21 and 22, 1958 


Tueme: The Southern Economy in Retrospect and Prospect 


Thursday, November 20, 1958 


10:00 A.M.—Meeting of the Executive Committee. 


Friday, November 21, 1958 


Morning Sessions 


9:00 A.M —Seminar A: Wholesaling and 
Retailing in the South. 

Chairman: C. A. Kirkpatrick, University 
of North Carolina. 

. “Remarkable Fecets of Southern 
Wholesaling,” Karl Reyer, Louisiana 
State University. Discussion Leader: 
E. O. Dille, University of Tennessee. 
Discussants: Steven Shaw, Universit 
of South Carolina; Stuart McFarland, 
Georgia State College; Algin King, Col- 
lege of William an M ary. 

. “Changed Retailing in the South,” Karl 
Morrison, University of Mississippi. 
Discussion Leader: Harry A. Lipson, 
University of Alabama. Discussants: 
John Mertes, University of Oklahoma; 
Minnie B. Tracey, Louisiana Polytech- 
nic Institute; Martin King, University 
of Kentucky. 

10:00 A.M—Seminar B: Population and 
Migration in the Southern Region. 

Chairman: William T. Hicks, University 
of Mississippi 

“Population Redistribution and _ the 
South, 1940-1957,” Everett S. Lee, Uni- 
versity of Pennsylvania. Discussion: 
Joe A. Martin, University of Tennessee. 

. “Providing Better Labor Market In- 
formation in the Southern Region,” 
Paul Jessen, Tennessee Department 
of Employment Security. Discussion: 
James M. Stepp, Clemson College. 

. “Some Economic Implications of South- 
ern Population Changes, 1940-1950,” 
Joe 8. Floyd, Jr., University of North 
Carolina. Discussion : Anthony M. 
Tang, Vanderbilt University. 

10:00 A.M.—Seminar C: Structural Changes 
in the Southern Economy Since 1940. 
Chairman: Carey C. Thompson, Univer- 

sity of Texas. 

1. “Some Recent Income Changes in the 
South,” Frank A. Hanna, Duke Univer- 
sity. Discussion: J. L. Lancaster, Uni- 
versity of Virginia. 

2. “The Significance of the South’s Chang- 
ing Occupational Structure,” Stephen 
L. McDonald, Louisiana State Univer- 
sity. Discussion: Frank T. Bachmura, 
Vanderbilt University. 


10:00 A.M.—Seminar 


3. “Interregional Income Flows and the 
Southern Region,” Werner Hochwald, 
Washington University (St. Louis). 
Discussion: Gregor Sebba, University 
of Georgia. 


10:00 A.M —Seminar D: Public Finance and 


Southern Economic Development. 

Chairman: Richard B. Johnson, Southern 
Methodist University. 

1. “The Situation and Outlook for Prop- 
erty Taxation in the South,” George 
H. Aull, Clemson College. Discussion: 
William D. Ross, Louisiana State Uni- 
versity. 

. “Tax, Spending, and Debt Problems of 
Governmental Units in the Southeast,” 
Harry Brandt, Federal oa Bank 
of Atlanta. Discussion: T. R. Snavely, 
University of Virginia. 

. “Regional Contrasts in the Develop- 
ment of Local Public Finance,” Lloyd 
Saville, Duke University. Discussion: 
Howard G. Schaller, Tulane University. 

International 
Trade and Southern Economic Develop- 
ment. 

Chairman: Rudolph Trenton, Oklahoma 
State University. 

. “International Outlook for Cotton Pro- 
duction and Consumption,” M. K. 
Horne, Jr., National Cotton Council. 
Discussion: John L. Fulmer, Georgia 
Institute of Technology. 

.“The South’s Stake in International 
Trade,” Robert W. French, Port of 
New Orleans. Discussion: James C. 
Ingram, University of North Carolina. 

. “Shifting Southern Political Attitudes 
toward U.S. Foreign Economie Policy,” 
Charles O. Lerche, Jr., Department of 
Political Science, Emory University. 
Discussion: R. Buford Brandis, Amer- 
ican Cotton Manufacturers Institute. 


10:00 A.M—Seminar F: Research in Man- 


agement and Organization. 

Management Executive Commit- 
tee: Joseph L. Massie, University of 
Kentucky, Chairman. 

1. “Two Studies in Reorganization,” W. 
Warren Haynes, University of Ken- 
tucky. Discussion: Claude George, 
University of North Carolina. 


2. 


NOTES 


“New Dev ‘elopments in Management— 


Report. 
A. “Organization Theory,” Preston P. 


Lebreton, Louisiana State Univer- 


sity. 

B. “Analysis for Production Manage- 
ment,’ Charles R. Scott, Jr., Uni- 
versity of Alabama. 

C. “Managerial Controls,’ Marvin 
Tummins, University of Virginia. 


3. “Open Discussion,” Edward H. Ander- 


son, University of Alabama. 


12:30 P.M—Management Luncheon. 
Chairman: Charles Rovetta, Florida State 


12:30 P.M. 


ning.’ 
Speaker: 


University. Informal Discussion on 
Management Curricula. 

—Marketing Luncheon, “Mar- 
keting Strategy—the Prelude to Plan- 


Wendell Smith, National Presi- 
dent, American Marketing Association. 
Afternoon Sessions 


2:00 P.M—Seminar A: Industrial Market- 


ing in the South and Reports of Re- 
search. 


Chairman: Ralph Thompson, University 


2:30 P.M—Seminar B: 


of Florida. 

The New South as an Industrial Mar- 
ket,” Charles L. Quittmeyer, 
of Virginia. Discussion Leader: L. 
Reeves, Howard College. Discussants: 
Frank Chervat, Emory University; 
Wayland Tonning, Memphis State Uni- 
versity. 


. Reports on Marketing Research in 


Southern Universities. 

(a) “Marketing: Implications of In- 
terurban Development,” Stephen 
Paranka, Georgia State College. 

(b) “The Measurement of Construc- 
tion Activity in Florida,” Carter 
Osterbind, University of Florida. 

(c) “Advertising Appropriation Theory, 
with Special Reference to Bank 
Advertising Methods,” T. 
Tucker, Georgia State College. 

(d) “The Profile of a Sales Executive,” 
C. W. Ehlers, Georgia State Coilege. 

(e) “Analysis of Problems and Prac- 
tices of Manufacturers of Light 
Aircraft,” John 8. Wagle, Oklahoma 
State University. 

Industrial-Urban 

Development and the Southern Region. 


Chairman: Ervin K. Zingler, University 


of Houston. 


. “Postwar Industrialization and South- 


ern Regional Development,” Stefan H. 
Robock, Committee for Economic De- 
velopment. Discussion: C. E. Bishop, 
North Carolina State College. 


. “Problems and Policies in Promoting 


Southern Industrial Development,” 
Randolph G. Kinabrew, University of 
Mississippi. Discussion: John P. Gill, 
University of Georgia. 


. “New Plant Location in Florida and 


the Community,” Melvin L. Greenhut 
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and Frank H. Jackson, Florida State 
University. Discussion: ‘Harv ey 8S. Per- 
loff, Resources for the Future, Inc. 


2:30 P.M.—Seminar C: The Primary In- 


dustries and Southern Economic De- 
velopment. 


Chairman: Leonard F. Miller, Oklahoma 


i. 


State University. 

“Long Run Prospects of 4 

culture,” John M. Brewster, U 

of Agriculture. 
T. Lanham, Jr., Alabama Poly- 

technic Institute. 


. “The Economic Outlook for Southern 


Forestry,” I. James Pikl, Jr., Southern 
Methodist University. Discussion: 
Peter B. Warren, Champion Paper & 
Fiber Co 


. “The Future of the Southern Bitumi- 


nous Coal Industry,” C. Lawrence 
Christenson, University of Indiana. 
Discussion: Jere W. Clark, University 
of Chattanooga. 


2:30 P.M—Seminar D: The Negro and 


Chairman: 


. “Negro Manpower Waste: 


Southern onomic Development. 
. Fred Holly, University of 
> 


. “Foundations of the Racial Division of 


Labor in Southern Industry,” Donald 
Dewey, Duke University. Discussion: 
G. T. Dowdy, Tuskegee Institute. 

An Eco- 
of Southern Economic 
Development,” John Hope, Fisk Uni- 
versity. Discussion: Ralph C. Hon, 
Southwestern at Memphis. 


nomic Cost 


. “Segregation and Manpower Waste: A 


Dynamic View,” Eli Ginzberg, Colum- 
bia University. Discussion: Alexander 
L. Geisenheimer, University of South 
Carolina (retired). 


2:30 P.M.—Seminar E: Recent Develop- 


ments in Economic Theory. 


Chairman: Marshall R. Colberg, Florida 


1. 


State University. 

“Recent Developments in Demand 
Theory,” Richard F. Muth, Resources 
for the Future, Inc. Discussion: R. W. 
Pfouts, University of North Carolina. 


2. “Business Cycle Theory in the Light of 


3. “Toward a 


6:00 P.M.—Dinner 


History,” Rendigs T. Fels, Vanderbilt 
University. Discussion: John 8S. Hender- 
son, University of Alabama. 

Theory of Economic 
Growth,” Joseph P. McKenna, St. Louis 
University. Discussion: Leland Yeager, 
University of Virginia. 

Meeting for Officers, 
Editors, and Correspondents. 


Evening Session 


8:00 P.M.—President’s Address. 
Chairman: James E. Gates, University of 


Georgia. 


“The Reputation of the American Busi- 


nessman,” Howard R. Smith, University 
of Georgia. 
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Saturday, November 22, 1958 


8:00 A.M.—University of Virginia Breakfast. 10:00 A.M—Seminar C: Labor and South- 
9:00 A.M.—Annual Business Meeting. ern Economic Development. 
10:00 A.M.—Seminar A: Capital, Credit, Chairman: Frank T. deVyver, Duke Uni- 
and Southern Economic Development. versity. , 
Chairman: W. Tate Whitman, Emory 1. “Prospective Industrial Technology and 
University. J the Labor Force in a Developing Econ- 
1. South's Capital and Credit omy,” Yale Brozen, University of Chi- 
Needs: Problems and Solutions with cago, and Ronald M. Reifler, Fantus 
Particular Reference to Capital Ex- Factory Locating Service, Chicago. Dis- 
by Industry,” Charles cussion: Ernst W. Swanson, Georgia 
aylor, Federal Reserve Bank of At- Institute of Technology s 
lanta. Discussion : James G. Richardson, _“The Minimum Wage and Southern 
University of Florida. Economic Development,” John M. 
- “Capital Accumulation in Kentucky, Peterson, University of Arkansas. Dis- 
with Particular Reference to Maaufac- cussion: Richard H. Leftwich, Okla- 
turing,” Robert H. Stroup, Universit homa State University. : 
Clarence H. . “Unionization and Southern Economic 
“M ti the C: tal and Credit N Development,” Kenneth M. Thompson, 
al eeds Southern Illinois University. Discus- 
of Southern Agricultural Development, sion: F. Ray Marshall. Louisiana State 
griculture, Discussion: Horace G. 19:00 A.M.—Seminar D:_ International 
eee, U. 8. Foreign Agricultural Serv- Problems of Economic Development. 
10:00 A.M.—Seminar B: Power, Transporta- Cee: R. Murray Havens, University 
and Southern Econcunie Develop- 1. “Problems of European Economic In- 
Chairman: Charles P. Anson, Alabama tegration,” Don D. Humphrey, Duke 
Polytechnic Institute. . University. Discussion: William N. 
. “Bleetric Power Needs for Southem Parker, University of North Carolina. 
Industrial Development,” Frank J. - “Foreign Direct Investment and Eco- 
Welch, Director, Tennessee Valley Au- nomic Development, with Particular 
thority. Reference to Venezuela,” John 
3 ; Moore, University of Tennessee. Dis- 


. “Fuels and Southern Econ Devel- q 
W Va Mes cussion: Harry Stark, University of 


opment,” James W. McKie, Vanderbilt 
Miami. 


University. Discussion: B. B. Holder, 

Washington and Lee University. . “Recent Problems of Economic Devel- 
. “Transportation as a Factor in South- — in Turkey,” James A. Morris, 
ern Economic Development,” Howard niversity of South Carolina. Discus- 
W. Nicholson, Clark University. Dis- sion: B. U. Ratchford, Duke University. 
cussion: Merrill J. Roberts, University 10:00 A.M—Meeting of the Incoming and 
of Pittsburgh. Outgoing Executive Committees. 


DEATHS 


Daniel Houston Buchanan, professor of economies at the University of North 
Carolina from 1935 until his retirement in 1954, died February 16, 1954. 
Francis Andrew Troy, instructor in mathematics and business administration 


at Wofford College, died June 13, 1958. 
Charles Alexander Williams, associate professor at Georgia State College of 


Business Administration, died July 29, 1958. 
APPOINTMENTS AND RESIGNATIONS 
Charles P. Anson, head of the Department of Economics and Business Admin- 
istration at Alabama Polytechnic Institute, was elected vice president of the 


Southern Economic Association for 1958-1959. 
Lowell D. Ashby, professor of economics at the University of North Carolina, 
has been appointed an editor of the Southern Economic Journal by the Univer- 


sity of North Carolina. 
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E. G. Boyd is business manager and professor of business administration at 
Martin College. 

J. E. Brakefield, formerly of Louisiana College, has been appointed associate 
professor of accounting at Southwestern Louisiana Institute. 

Walter Chatham has been appointed instructor in business administration at 
Middle Tennessee State College. 

Kendall P. Cochran, formerly of Ohio State University, has been appointed 
associate professor of economics at North Texas State College. 

Paul D. Converse, of the University of Illinois, has been named visiting pro- 
fessor of marketing in the College of Business Administration, University of 
Texas. 

William C. Crapps, head of the Economics and Business Administration De- 
partment at Lander College, was promoted to professor on September 1, 1958. 

Harvey Cummings has resigned as instructor in accounting at the University 
of Tennessee. 

Donald J. Dewey has been promoted to associate professor of economics at 
Duke University. 

Theo H. Ellis, formerly at North Dakota State Agricultural College, is now 
agricultural economist of FERD, ARS, USDA, and is located at the Alabama 
Agricultural Experiment Station, Alabama Polytechnic Institute. 

Liston Fox has returned to the University of Tennessee after a sojourn at the 
University of La Paz, Bolivia, where he participated in the U. 8S. Public Adminis- 
tration Program. 

Wade F. Gregory, formerly agricultural economist with FERD, ARS, USDA, 
and stationed at the Alabama Agricultural Experiment Station, Alabama Poly- 
technic Institute, is now located at the Institute of Inter-American Affairs in 
Chile. 

Vernon L. Harness, who recently completed a M. 8. degree at Alabama Poly- 
technic Institute, has been appointed as an assistant in agricultural economics 
at the Alabama Agricultural Experiment Station, Alabama Polytechnic Institute. 

Elezabeth Harrison has been promoted to acting head of the Department of 
Business at the College of the Ozarks. 

John 8S. Henderson, professor of economics at the University of Alabama, was 
elected a member of the board of editors of the Southern Economic Journal by 
the Southern Economic Association. 

Ann Hewitt has resigned as assistant professor of business at Belhaven College 
to accept employment with an engineering firm. 

Benjamin Higgins, who has been visiting professor of economies at the Univer- 
sity of Texas, has been appointed professor of economics at the University of 
Texas. 

Joe M. High has been appointed head of the Department of Business Adminis- 
tration at Carson-Newman College. 

Andrew C. Hudson, who recently completed course requirements for a Ph.D. 
at Texas A & M College, has been appointed assistant agricultural economist at 
the Alabama Agricultural Experiment Station, Alabama Polytechnic Institute. 
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Frank Kalmbach has joined the faculty at McNeese State College as assistant 
professor of economics. 

William B. Keeling has resigned as professor of economies at Trinity Univer- 
sity (Texas) and accepted a position with the U. 8. Air Force. 

Walter P. Kennon, professor of accounting at Georgia Institute of Technology, 
was elected secretary-treasurer of the Southern Economic Association at its an- 
nual meeting in November, 1958. 

James F. Kerrigan is now assistant professor in the Department of Social 
Studies at Mississippi State College for Women. 

Ferdinand K. Levy, formerly of University College at Tulane, hen been ap- 
pointed instructor in statistics at Tulane University. 

Irving O. Linger, formerly assistant professor of finance in the College of Busi- 
ness Administration, University of Texas, has been appointed financial economist 
for the Federal Reserve Bank of Dallas. 

Andre MeNeil, formerly of Pearl River Junior College, is now an instructor in 
business at Arkansas State Teachers College. 

Fritz Machlup, professor of economics at Johns Hopkins University, was 
elected a member of the executive committee of the Southern Economie Associa- 
tion. 

Willis W. Marshall, Jr. has resigned as assistant agricultural economist at the 
Alabama Polytechnic Institute to accept employment and to continue graduate 
work at the University of Missouri. 

Euleta Miller has been appointed instructor in secretarial science at the Col- 
lege of Business Administration, University of Arkansas. 

Aurelius Morgner has resigned from his position as professor of economics at 
Texas A & M College. 

Ernest Morial, graduate of Xavier University and Louisiana State University, 
has joined the faculty of the Department of Business Administration and Eco- 
nomics at Xavier University. 

William H. Nicholls, head of the Department of Economics and Business Ad- 
ministration at Vanderbilt University, was elected president of the Southern 
Economic Association for 1958-1959. 

Earl J. Partenheimer, who recently completed requirements for a Ph.D. at 
Michigan State University, has been appointed assistant professor and assistant 
agricultural economist at the Alabama Polytechnic Institute. 

Ernest F. Patterson has been elected chairman of the Department of Eco- 
nomics at Davidson College. 

Clarence E. Philbrook, professor of economies at the University of North Caro- 
lina, was elected a member of the executive committee of the Southern Economic 
Association. 

Morris Puckett has been appointed instructor in business administration at 
Middle Tennessee State College. 

Boyd B. Rose has accepted an appointment at Alabama Polytechnic Institute 
as assistant in agricultural economies. 

R. Otis Russell has resigned as assistant in agricultural economics at the 
Alabama Polytechnic Institute to accept employment as livestock marketing 
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specialist with the Virginia Agricultural Extension Service, Virginia Polytechnic 
Institute. 

Hollie Sharpe is on leave at Middle Tennessee State College to do graduate 
work at the University of Tennessee. 

Edward C. Simmons, professor of economics at Duke University, was elected 
vice president of the Southern Economic Association for the year 1958-1959. 

W. L. Slifer has relinquished the headship of the Department of Business Ad- 
ministration at Carson-Newman College. 

George A. Spiva, Jr. has been appointed assistant professor of economics at the 
University of Tennessee. 

Charles C. Thigpen has been appointed instructor in statisties at the Univer- 
sity of Tennessee. 

Carey C. Thompson, associate professor of economics at the University of 
Texas, was elected to the board of editors of the Southern Economic Journal by 
the Southern Economic Association. 

8. H. Thompson is teaching economics at East Tennessee State College. 

Fowler Todd is teaching economics at East Tennessee State College. 

Sheila T. van der Horst, of the Department of Economics, University of Cape 
Town, Cape Town, South Africa, is visiting professor of economics and political - 
science at Duke University for the second semester 1958-59. 

Ernest. W. Walker has been granted a leave of absence from his position as 
associate professor of finance in the College of Business Administration, Uni- 
versity of Texas, in order that he may serve as finance examiner for the Texas 
Commission on Higher Education. 

Irwin Weinstock, formerly assistant professor of management at the Univer- 
sity of Arkansas, has been appointed to the faculty of Southwestern Louisiana 
Institute. 

Barton Westerlund, assistant professor of marketing, University of Arkansas, 
has been appointed assistant director of research and senior industrial specialist 
at the University’s Industrial Research and Extension Center in Little Rock. 

William L. Wilbur, associate professor of economics at Wofford College, trans- 
ferred last September to East Tennessee State College as assistant professor of 
economics. 

Jack H. Wilcox, associate professor of business at the University of Tennessee, 
is on leave studying at the London Schoo! of Economics and Cambridge Univer- 
sity, England. 

J. Earl Williams has been appointed assistant professor of economics at the 
University of Tennessee. 

R. H. Wolfe has been appointed assistant professor of economics at the Uni- 
versity of Tennessee. 


NEW MEMBERS 


The following names have been added to the membership of the Southern Eco- 
nomic Association: 

R. L. Millberg, 219 Sisson Avenue, N. E., Atlanta, Ga. 

B. G. Fugitt, 2397 Williams Lane, Decatur, Ga. 
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C. R. Spindler, Memphis State University, Memphis, Tenn. 

H. W. Gerhard, Catawba College, Salisbury, N. C. 

W. H. Anderson, Huntington College, Montgomery, Ala. 

R. A. LaBarge, Southern Methodist University, Dallas, Tex. 

June Zaccone, University of North Carolina, Chapel Hill, N. C. 

W. E. Alderman, University of Virginia, Charlottesville, Va. 

J. D. Phillips, Georgia Institute of Technology, Atlanta, Ga. 

J. P. Bigger, Georgia Institute of Technology, Atlanta, Ga. 

G. D. Smith, 251 Tenth Street, N. W., Atlanta, Ga. 

Minnie B. Tracey, Louisiana Polytechnic Institute, Ruston, La. 
Ira Castles, Delta State College, Cleveland, Miss. 

Royal Mattice, Florida State University, Tallahassee, Fla. 

Robert C. Earnest, Florida State University, Tallahassee, Fla. 
Louise 8. Allen, Shorter College, Rome, Ga. 

Robert L. Knox, University of North Carolina, Chapel Hill, N. C. 
William Brewster, Florida State University, Tallahassee, Fla. 
Robert A. Degan, University of the South, Sewanee, Tenn. 

L. T. Reeves, Howard College, Birmingham, Ala. 

Lewis 8. Sinclair, Tennessee Valley Authority, Knoxville, Tenn. 
William J. Stober, Louisiana State University, Baton Rouge, La. 
Alan L. Ritter, Emory University, Emory University, Ga. 

H. H. Mitchell, Box 554, State College, Miss. 

Frank T. Bachmura, Vanderbilt University, Nashville, Tenn. 

John O. Black, University of Florida, Gainesville, Fla. 

Terry Wilford, Southern Methodist University, Dallas, Tex. 

Donald Q. Webb, Southern Methodist University, Dallas, Tex. 
Roger Prior, Southern Methodist University, Dallas, Tex. 

M. D. McCarthy, Southern Methodist University, Dallas, Tex. 
Gene Conatser, Southern Methodist University, Dallas, Tex. 

H. H. Carter, University of Houston, Houston, Tex. 

William 8. Engelson, International Paper Company, Panama City, Fla. 
Charles Moneypenny, First National Bank of Dunedin, Dunedin, Fla. 
C. F. Haywood, University of Mississippi, University, Miss. 

Gienn C. Lindsey, Davidson College, Davidson, N. C. 

R. L. Day, University of North Carolina, Chapel Hill, N. C. 
Cleon Harrell, North Carolina State College, Raleigh, N. C. 

Melroy Thompson, Southern Methodist University, Dallas, Tex. 
Harold E. Ayers, Tennessee Polytechnic Institute, Cookeville, Tenn. 
Erie Baklanoff, Louisiana State University, Baton Rouge, La. 

Jose A. Baquero, Mississippi State University, State College, Miss. 
L. M. Bauknight, Clemson College, Clemson, 8. C. 

J. B. Bearnson, 905 Eight Avenue West, Birmingham, Ala. 

James W. Bennett, Jr., University of Tennessee, Knoxville, Tenn. 
Bernard J. Bienvenu, Southwestern Louisiana Institute, Lafayette, La. 
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THE AMERICAN ECONOMY: 


PRINCIPLES, PRACTICES, AND POLICIES, Third Edition 
By C. LOWELL HARRISS, Columbia University 


A skillful, sophisticated, and well-balanced blend of theory and fact is presented 
in this basic text in economies. A leader in the field for many years, this popular 
book has been completely revised to include up-to-date factual and descriptive 
material. Two new chapters, “Economic Development of Poor Economies” 
~ and “Major Economic Issues of the Future,’’ have been added. 
The Third Edition is printed in two colors in order to increase the attractiveness 
of the format, but more important, to aid the student in getting the most out of 
charts and diagrams. Color is not used just indiscriminately but as part of a care- 
fully thought out plan to enhance the effectiveness of the illustrations and tables 
as pedagogical devices. 


ECONOMICS: PRINCIPLES AND POLICY. 
By ROYALL BRANDIS, University of Illinois 


A brief and concise treatment of the principles of economics is offered in this 
new book. The brevity has been obtained by concentration on analysis and 
policy and by terseness in writing. Detailed descriptive material and short courses 
in accounting, statistics, business law, etc., have been excluded. 

Both micro- and macroeconomics are treated fully—not as competing theories, 
but as distinct theoretical constructions used to explain different aspects of 
economic activity. 


ECONOMIC FLUCTUATIONS: 


GROWTH AND STABILITY, Revised Edition 
By MAURICE W. LEE, University of North Carolina 


An up to date and modernized treatment of economic fluctuations, economic 
growth, and stability has been provided in this Revised Edition. Full treatment 
is given to the problems involved in attempting to stabilize the economy at high 
employment levels without causing price instability. 


There are seven new chapters in this edition, and many others have been re- 
written or reworked where necessary. The theory sections have been revised 
quite materially to incorporate modern work on cycles and growth. 
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MONETARY SYSTEM, 3rd Ed. 
by ROLLIN G. THOMAS, 
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ECONOMICS: AN INTRODUCTION 
TO ANALYSIS AND POLICY, 2nd Ed. 
by GEORGE LELAND BACH, 
Carnegie Institute of Technology 


SELECTED READINGS IN ECONOMICS 
Edited by C. LOWELL HARRISS, 
Columbia University 


Features of New Edition: Material greatly 
shortened; more useful for one-semester course; 
— use of balance sheet in explaining role of 

reasury, Federal Reserve and commercial 
banks in creating money; much re-written ma- 
terial, jally in areas dealing with determin- 
ing supply of money, demand for money, rela- 
tion of money to level of income, prices and em- 
ployment; provides student with institutional 
background for study of central bank and mone- 
tary theory and related problems. 


644 pp.6" x9"  Pub.1957 ‘Text price $6.95 


This revision of an already highly successful 
text continues its predecessor's much-praised 
emphasis on a thorough understanding of central 
economic concepts and principles—and its stress 
on the well-ordered use of these principles in 
helping students reach their own decisions on 
major public policy problems. Toward this 
goal, the text provides a sound foundation in 
both macro- and micro-economics, in the belief 
that both approaches are essential to informed 
citizenship in the modern world. Note these 
features: Special emphasis is given to economic 
growth and development, in America and 
throughout the world. You'll find this treatment 
the most thorough and extensive available in 
any elementary text. A unique, well balanced 
book that will interest students in economic 
problems. 


846 pp. Pub.1957 Text price $6.95 


Here is a new supplemental text for all basic 
courses in Economics, a compilation of outside 
readings carefully selected and edited by C. 
Lowell Harriss to provide students with a readily 
accessible source of relevant and constructive 
material on Economics. These selections were 
written Ly outstanding men in the field and are 
meant to complement, not duplicate, material 
in the basic text. Readings were selected for in- 
telligibility, contemporary significance, reason- 
able length, and stimulating quality. To aid 
understanding, a brief introductory note is in- 
cluded for each selection giving the source, date 
of publication, and an explanation of the sig- 
nificance of the piece. A tremendous amount of 
Economics is contained here—in one compact 
form. 
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New Irwin Teats in | ECONOMICS 


THE ECONOMIC SYSTEM 


By JOHN M. KUHLMAN and GORDON 8. SKINNER, both of the University 
of Cincinnati 


This new principles of economies text is a blend of the institutional and the theoreti- 
cal. The institutional framework of the American economy is described in some 
detail, but this is accompanied by a theoretical explanation of the forces which 
operate in the economy. For example, the section on wage determination is com- 
bined with a discussion of the institutional framework within which wages are deter- 
mined. 


Every attempt is made to make the book a practical and realistic presentation. 
That which is theoretical is always tied in to the actual situation. The application 
of the principles is fully demonstrated; at the same time, there has been no sacrifice 
of academic soundness. 


ECONOMICS AND MAN 


By JOHN 8. GAMBS and SIDNEY WERTIMER, JR., both of Hamilton College 


This text in the Irwin Series in Economies is distinguished by its liberal arts ap- 
proach. Though brief as basic texts go, it is of wide scope and introduces the student 
to the full range of economic thought. A book of comparative doctrines, it is not 
dogmatie and looks at economic theory through many eyes. Economics and Man 
contains what most basic texts in economics contain but without copious and en- 
cyclopedic detail. 


PUBLIC REGULATION OF BUSINESS 


By DUDLEY F. PEGRUM, University of California at Los Angeles 

Here is a thoroughgoing and careful treatment of the regulation of business as the 
term regulation is generally understood. In consequence, it deals with industry 
in general, transportation, and public utilities. It includes the economics of regula- 
tion but in the institutional setting of the United States and private enterprise. 
The antitrust laws and their application are examined extensively; transportation 
legislation and regulation are examined from the viewpoint of public policy; and the 
problems of national transport policy are discussed at some length. 
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New and Noteworthy 
HARPER 
texts 


THE ECONOMICS OF MONEY AND BANKING 
Third Edition, by Lester V. Chandler of Princeton 


As up to date as the recent devaluation of the franc, this well-known 
text has been revised in structure to effect a closer relation of topics, 
and improved in style. Like its two predecessors, this edition presents 


undergraduates with the most important principles, processes, and 
problems in money and banking, dealing with them from the points of 
view of theory, institutions, and history. Since this book is addressed to 
those students who are just beginning their formal study of money and 
banking, it concentrates on the main issues, treating them extensively 
enough to clarify their significance, while avoiding unnecessary detail 

536 pages, $6.50 


INTERNATIONAL RESOURCES 
AND NATIONAL POLICY 


by Olin T. Mouzon of the University of North Carolina 


An important study of resources and production potential, in which the 
author analyzes problems requiring national policy decisions. Dr. 
Mouzon reviews many of the great number of resource problems of the 
past decade, especially those of the first Eisenhower administration, and 
he recommends a strategy of security for the United States, based on 
production potential, international resource interdependence, and the 
objectives and policies of other nations. The book employs the method 
of problem study and visual presentation of facts, in line with con- 
temporary instructional techniques, which have indicated that the stu- 
dents’ interest is at a peak when they are confronted with a current 


national problem that requires a solution. 
752 pages, $7.50 
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BUSINESS BEHAVIOR, VALUE AND GROWTH 


By WILLIAM J. BAUMOL, Princeton University 

Original in its approach, this book adds to the theory of oligopoly a new model 
which agrees closely with business experience. The section on oligopoly is 
followed by a discussion of the theory of economic development. 


ECONOMIC DYNAMICS, Second Edition 


By WILLIAM J. BAUMOL 


This book provides the prospective theorist with a working anita: of the 
theoretical analysis of economic developments. The greatly expanded mathe- 
matical section describes the methods of numerical, non-linear and simultaneous 


equation analysis which have figured so prominently in recent literature. 
April 1959 


FOREIGN TRADE AND FINANCE: Essays in International 


Economic Equilibrium and Adjustment 
Edited by WILLIAM R. ALLEN, University of California, Los Angeles and 
CLARK LEE ALLEN, Southern Illinois University 

Extensive editorial contributions summarize, extend, and evaluate outstanding 
ideas presented in these important essays by specialists in the field of interna- 
tional finance. The essays are arranged into sections on: international trade 
theory and commercial policy, interpretation of the balance of payments, 
alternative mechanisms of balance of payments adjustment, and capital move- 
ments and economic development. Coming May 1959 


MANAGERIAL ACCOUNTING: An Introduction 


By HAROLD BIERMAN, JR., Cornell University 

The first haif of this book, entitled Financial Accounting, presents the theories of 
accounting and various accounting techniques as a background for under- 
standing managerial problems, which are emphasized in the second half. Written 
chiefly for the non-specialist, Managerial Accounting will also prove valuable for 
those intending to major in the field. March 1959 


REAL ESTATE PRINCIPLES AND PRACTICES 


By PRESTON MARTIN, University of Southern California 

This analysis of the forces which determine real estate activity treats real estate 
as part of our total economy. Special emphasis on is real estate finance, real 
estate development within the new patterns of metropolitan areas, and the 
federal housing policies. January 1959, 434 pages, $6.75 
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ECONOMICS: Theory and Practice 
Melville J. Ulmer 
The American University 

@ provides the beginner with a sound new treatment of economics framed upon four major areas of analysis: 

economic growth, income theory, the theory of price and distribution, world economics 
@ treats fully the basic factual and institutional material and major problems of public policy 
@offers step-by-step elucidation, new pedagogical techniques, simple numerical examples, outstanding 

gtaphs and charts, a helpful glossary 


Adaptable to a one- or two-semester course. 
Student’s and Instructor’s Manuals to be available. March, 1959 


AN ECONOMIC HISTORY OF THE UNITED STATES 


Gilbert C. Fite and Jim E. Reese 
both of the University of Oklahoma 


@ offers elementary courses a vivid and accurate account of our economic history, with unusually complete 
coverage of the post-Civil War period 

@recognizes the increasingly significant role of government and the importance of agriculture in our eco- 
nomic development 

@cxplains the impact of the New Deal 

@illustrates economic development with charts, tables, and graphs 


Student’s and Instructor’s Manuals to be available. April, 1959 


MONEY, CREDIT, AND PUBLIC POLICY 


Lawrence Smith 
Wellesley College 


@offers money and banking courses an integration of the subject matter of monetary ¢’onomics with eco- 


nomics as a whole 
@recognizes the monetary and banking systems as a vital part of the whole credit structure of a modern 


economy 
@awakens student interest with an excellent writing style and insures student understanding with a fine 


choice of illustrative examples 
757 pages February, 1959 $6.75 


ADVERTISING: Mass Communication in Marketing 


C. A. Kirkpatrick 
University of North Carolina 


@considers the role of advertising in our economy as well as in the operation of a single firm —s 
@ discusses the nature of advertising, its social and economic aspects, marketing research, seller identification 
methods, construction of advertisements, media, advertising programs, management’s view of adver- 


tising 
@ features an outstanding illustration program which includes an eight-page colored insert on the role of 


color in advertising 
An Instructor’s Manual to be available. March, 1959 $7.25 


Houghton Mifflin Company 


Boston 7 New York 16 Atlanta 5 Geneva Dallas 1 Palo Alto 
Massachusetts New York Georgia Illinois Texas California 
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Important new books for the business curriculum ... | 


WHOLESALING 


Principles and Practices 
THEODORE N. BECKMAN, The Ohio State University; NATHANAEL H. ENGLE, 
University of Washington; and ROBERT D. BUZZELL, The Ohio 
State University 


APRIL. Third Edition. 
work in its field, now brought fully up to 
date in the light of new ideas and develop- 
ments in wholesaling. Book analyzes the 
growth and present status of the wholesaling 
system against the complex environment in 
which it operates. Scientific management of 
a wholesale enterprise is explained in terms 
of basic principles and sound practices 


The definitive - 


drawn from varied industries and trades. 
Special attention is given to modern con- 
cepts such as value added; productivity; the 
use of rformance measures in manage- 
ment control; technological and managerial 
developments in materials handling, cost 
accounting, electronic data processing, etc. 
Instructor’s Manual available. 92 ills., aaa 


687 pp. 


PRACTICAL EXPORTING and IMPORTING 


PHILIP MacDONALD, College of the City of New York 


MAY. Second Edition. This practical 
textbook providés a thorough grounding in 
the fundamental procedures of international 
trade. Commercial aspects of the subject are 
emphasized, while theoretical and highly 
specialized considerations are held to a mini- 
mum. Typical —— and import trans- 
actions are described and explained from 
start to finish with all relevant papers and 


documents reproduced. The book considers 
important recent developments in types of 
export organizations, personnel require- 
ments, correspondence, sales promotion and 
advertising, and finance—including credit 
risk insurance and extended term sales for 
export. Review exercises and problems ac- 
company each chapter. 51 forms, 542 RP. 
3.50 


INSURANCE 


Principles and Practices 
FRANK J. ANGELL, New York University 


MARCH. A balanced treatment of the prac- 
tices and operations of insurers and an 
analysis of the various types of policies are 
combined in this introductory textbook. 
The general subjects of risk and the insur- 
ance method of meeting risks, the funda- 
mental legal =, and the contract 
provisions and company cy common 
to all insurance are carefully developed so 
that the study of specific coverages falls 


into proper perspective. 


Basic contracts are given a complete line- 
by-line analysis to enable the student to 
understand all important aspects of mail 
coverages and the variations among these 
coverages. Book emphasizes important legal 
principles which bear on insurance policies 
and constantly calls attention to company 
practices where they are pertinent. Sum- 
maries and questions follow each chapter. 
Instructor’s Manual available. 37 ills., eo 
880 pp. 


BANK CREDITS and ACCEPTANCES 


WILBERT WARD; and HENRY HARFIELD, 
member of the New York Bar 


1958. Fourth Edition. A complete explana- 
tion of all the current financing devices for 
trade transactions under international prac- 
tice and American law. Emphasizing the 
unchanging fundamentals of sight and ac- 
ceptance credits, this unique guidebook 
thoroughly discusses the role of the commer- 
cial banker in foreign trade, problems in the 
use of clear credits and guaranties, acce 
ance financing, the question of damages - 


the improper performance of a letter of 
credit transaction, and court decisions 
which have affected credit and acceptance 
structure. New international commercial 
credit rules are covered in full, with com- 
ments on their interpretation and applica- 
tion. Book illustrates and explains the use 
of forms for substantially all phases of com- 
mercial credit transactions. 20 ills., 277 Pp. 


THE Press COMPANY 


15 East 26th Street, New York 10, New York 
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New and Timely McGraw-Hill Books 


PRINCIPLES OF MANAGEMENT 


By HAROLD D. KOONTZ and CYRIL J. O°’ DONNELL, University of California 
at Los Angeles. McGraw-Hill Series in Management. Second Edition. 752 pages, $7.00 


Unlike any other management text, this new second edition provides a conceptual framework 
within which the principles and techniques of management can be analyzed and explained. 
The book covers the five functions of managers—organizing, staffing, directing, planning, 
and controlling—the activities in which every manager at any level in any type of endeavor 


engages. 


PRICES, INCOME, AND PUBLIC POLICY 


By CLARK LEE ALLEN, North Carolina State College; JAMES M. BUCHANAN, 
University of Virginia; and MARSHALL COLBERG, Florida State University. 
Second Edition. 512 pages, $6.50 
An outstanding revision of an introductory economics text—one that clearly states the basic 
principles of resource allocation and national income determination in a private enterprise 
economy. After a study of price and income theory in Part I, it goes deeply into price theory 
and the policy question in Part II. The authors utilize the principles to appraise some of 
the current economic government policies. 


READINGS IN HUMAN RELATIONS 


By KEITH DAVIS, Arizona State University, Tempe; and WILLIAM G. SCOTT, 
Georgia State College. McGraw-Hill Series in Management. 576 pages, $6.50 


A particularly well-balanced collection of readings, designed for use in courses on Human 
Relations, Industrial Psychology, and Industrial Sociology. The book contains 43 complete 
periodical articles and 20 additional short selections from articles and books. Articles are by 
leading authorities in human relations and represent many different research groups and 
points of view. 


INDUSTRIAL ADMINISTRATION: Concepts and Techniques 


By STANLEY C. VANCE, Kent State University. McGraw-Hill Series in Manage- 
ment. Ready in April. 


The first book in print to emphasize the interrelationship of concepts and techniques perti- 
nent to effective industrial administration. The first half of the book analyzes the basic 
management concepts integral to an understanding of the reasons for industrial organization. 
The second half of the book describes some of the more important techniques requisite to 
the performance of vital management functions. 


SEND FOR COPIES ON APPROVAL 


McGRAW-HILL BOOK COMPANY, INC. 
330 West 42nd Street New York 36, N. Y. 
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—— New Holt-Dryden Textbooks in Economics 


Statistics as Applied to Economics and 
Business 

Robert H. Wessel, University of Cincinnati 

Edward R. Willett, Northeastern University 
Stressing basic ideas rather than formulas and derivations, Statistics as Applied to 
Economics and Business is designed for elementary statistics courses in Business Ad- 
ministration and Economics. This much-needed new book is non-mathematical and 
non-symbolic in both content and approach, including all material suitable for the 
student who has had a minimum of mathematical training. $5.00 


Industrial Relations Systems 


John T. Dunlop, Harvard University 
Industrial Relations Systems represents a conscious and systematic effort to relate and 
explain the rapidly growing body of facts about the relations of workers, managers, 
and governments. A welcomed addition to the fields of industrial relations and 
collective bargaining, it provides a method for organizing these facts, while develop- 
ing a general theory of industrial relations systems. $5.75 


Gateway to the Social Sciences, Revised 
Arthur Thompson, University of Florida 
The aim of this stimulating book of readings, which covers the topics common to 
most social science survey courses, is to amplify the historical and problems approach 
to the evolution of American institutions. This revised edition includes thirteen new 
selections by major writers and gives increased emphasis to the cultural process. $3.25 


Programming the IBM 650 Magnetic 


Drum-Computer and Data-Processing Machine 
Richard V. Andree, University of Oklahoma 
Designed by an experienced teacher-author for classroom and laboratory use, this - 
textbook-manual contains numerous illustrative examples and problems which build 
a sound understanding of basic programming principles. Although the IBM 650 is 
used to provide examples of operative codes and individual techniques, the principles 
taught apply to computers in general. $2.95 


HENRY HOLT AND COMPANY 


383 Madison Avenue, New York 17, N. Y. 
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LOOKING FOR A BOOK PUBLISHER? 


It is no secret that publication is regarded as the foundation stone of a scholar’s career. In order 
to gain recognition, prestige, and advancement, the scholar has no choice but to seek publica- 
tion. 


Here, at Exposition Press, we offer scholars a complete publishing service, under our special 
academic imprint, Exposition-University Books. Though the proportion of scholarly publica- 
tions in the lists of the trade houses is shrinking, due to economic pressures, several of our recent 
titles in the academic fields have gained popular reviews, professional recognition and steady 
sales. These books are the result of a publishing plan that is bringing a steady flow of scholarly 
writers to Exposition Press. They reflect the high editorial standards and quality of design and 
production which have won the respect of libraries, schools, booksellers and critics. 


Your inquiries and manuscripts are invited. An editorial appraisal will be furnished promptly 
without obligation. 


FREE! The behind-the-scenes story of book publishing revealed in two fact-filled, illus- 

* trated brochures, containing a detailed description of our 40%-royalty subsidy 
plan including a breakdown of contract terms and typical costs (in print for the first time). 
Copies are available on request. 


Please write to Seymour Edwards, Editorial Department. 
EXPOSITION PRESS, Main Orrice, 386 Fourtu Avenut, New York 16, N.Y, 


American Economic Review 


VOLUME XLIX March 1959 NUMBER 1 


ARTICLES 


INSTITUTIONAL Factors IN ECONOMIC THINKING................... G. W. Stocking 
DISTRIBUTION OF PERSONAL INCOME AND WEALTH Harold Lydall and J. B. Lansing 
Union WaGE Po HEAvyY CONSTRUCTION 


REVIEW ARTICLES 


Tue U. S. NationaL Accounts Richard Ruggles 
Tue EVALUATION OF WATER RESOURCE DEVELOPMENT......................Julius Margolis 
Tue AFFLUENT SOCIETY... Rutledge Vining 


COMMUNICATIONS 


IncomE VELOCITY AND MONETARY Ritter 
Tue Weeks REporT REVISITED 
PUBLICATION POLICIES OF THE ECONOMIC JOURNALS .. ey ........H. D. Marshall 
OF CAPITAL COEFFICIENTS: COMMENT. .... ....W. P. Hogan 


The AMERICAN ECONOMIC REVIEW, a quarterly, is the official publication of the 
American Economic Association and is sent to all members. The annual dues are $6.00. Ad- 
dress editorial communications to Dr. Bernard F. Haley, Editor, AMERICAN ECONOMIC 
REVIEW, Stanford University, Room 220, Stanford, California; for information concerning 
other publications and activities of the Association, communicate with the Secretary- 
Treasurer, Dr. James Washington Bell, American Economic Association, Northwestern 
University, Evanston, Illinois. Send for information booklet. 
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THE JOURNAL OF 
POLITICAL ECONOMY 


Edited by ALBERT REES 
in Cooperation with the Other Members of the 
Departments of Economics of the University of Chicago 
The April 1959 issue contains: 
An Organizational Model of Soviet Industrial Planning David Granick 
Price Expectation, Money Illusion and the Real Balance Effect... John H. Power 
The Simple Economics of Basic Scientific Research Richard R Nelson © 
Criteria for Choice among Risky Ventures Henry Allen Latané 
Foster and Catchings: A Resupuaien! Allan H. Gleason 
Income Protection for Farmers: A Possible Approach. . . Boris Swerling 
ressional Hearings and the Federal Reserve.............. _ Whittlesey 


Workers Management in Yugoslavia: A Comment 
Branko Horvat and Vlado RaSfcovi¢ 
Benjamin Ward 


Book Reviews and Books Received 


“ Published bimonthly in Rivewy, April, June, August, October, and Decem- 

ber. Subscription rates for U.S.A. and possessions: 1 year, $6.00; 2 years, 

$11.50; 3 years, $16.50. Canada and Pan American Postal Union: Fifty cents 
more year. All other countries: $1 more year. Single copies: $1.75. 

ee Rate: $3.00 per year to full-time graduate students in economics or 
siness. 


The University of Chicago Press «+ 5750 Ellis Ave., Chicago 37, Ill. 
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THE SOUTHERN ECONOMIC ASSOCIATION 


Founded in 1927 


OFFICERS 


President 
William H. Nicholls, Vanderbilt University 
Vice-Presidents 
Charles P. Anson, Alabama Polytechnic Institute Edward C. Simmons, Duke University 


Secretary-Treasurer 
Walter P. Kennon, Georgia Institute of Technology 
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IN ADDITION TO THE ABOVE OFFICERS 
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HowardjR. Smith, U niversity of Georgia Milton S. Heath, University of North Carolina 


Elected Members 
Robert W. French, New Orleans Board of Port Commissioners 
Charles A. Kirkpatrick, University of North Carolina 
Fritz Machlup, Johns Hopkins University 
Clarence E. Philbrook, University of North Carolina 
Managing Editor of the Southern Economic Journal 
G. T. Schwenning, University of North Carolina 
EDITORS OF PUBLICATIONS 
Elected by the Southern Economic Association 
James M. Buchanan, University of Virginia Richard H. Leftwich, Oklahoma State University 
John S. Henderson, University of Alabama Howard G. Schaller, Tulane University 
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CORRESPONDENTS 
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Arnold L. Barrett, University of Alabama James F. Miles, Clemson College 
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J 959 Irwin Texts in Economics 


| Anderson, Gitlow, and Diamond: 
GENERAL ECONOMICS: A BOOK OF READINGS Published 
Beal and Wickersham: 
THE PRACTICE OF COLLECTIVE BARGAINING Published 
Brandis: 
ECONOMICS: PRINCIPLES AND POLICY 
Cartter: 
THEORY OF WAGES AND EMPLOYMENT 
Due—Revised Edition: 
Published 
Gambs and Wertimer: | 
ECONOMICS AND MAN _. April 
Harriss—Third Edition: 
THE AMERICAN ECONOMY: Principles, Practices, and Policies. . . 
Kuhlman and Skinner: 
THE ECONOMIC SYSTEM 
Lee—Revised Edition: 
ECONOMIC FLUCTUATIONS: GROWTH AND STABILITY... Published 


Musgrave and Shoup: 
READINGS IN THE ECONOMICS OF TAXATION _. Published 


Pegrum: 
"PUBLIC REGULATION OF BUSINESS Published 


Spencer and Siegelman: 


MANAGERIAL ECONOMICS: Decision Making and Forward Planning 
Published 
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